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That’s the story of tons and tons of vital records 
which business must keep on hand—all the way 
from corporate records to cancelled checks. 


What's wrong about it? Simply that all this vast 
accumulation of paper can be reduced to 1/100 of 
its bulk for simple, convenient protection of vital 
business records. Burroughs microfilming safeguards 
and secures the information on neat rolls of microfilm 

. €asy to move, easy to store, easy to use for 
reference or reproduction. 


Find out from Burroughs the time-saving, space- 
saving, money-saving benefits of Burroughs micro- 
filming, applied to day-to-day transactions and year- 
in, year-out record storage. Burroughs Adding 
Machine Company, Detroit 32, Michigan. 
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Modern microfilm equipment built by Bell & 
Howell and sold by Burroughs is the finest 
obtainable. It reflects Bell & Howell’s acknowl- 
edged leadership in the field of precision 
instruments for fine photography. 
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THE PRESIDENT’S PAGE 
THE INTERNAL AUDITOR AND THE DEFENSE EFFORT 


UR nation is once again confronted with forces which, unless dealt with in a 

vigorous and decisive manner, threaten our existence in a way of life we all 
value highly. As a nation and as its citizens we have made and will continue to make 
mistakes—that is an ever present part of democracy in action. We will, however, 
find the solutions because our basic objectives and aspirations are right and just. Each 
of us in his own way will necessarily make a contribution—whether it be in sending 
a son, going himself, or even paying taxes. We will also serve by helping to make 
possible the maximum use of our resources through maximum industrial production 
in the companies with which we are associated. 


It has always been our job to serve management and to adapt ourselves to the 
special needs of this group, whatever those needs may be. The adaptation now will 
therefore not be anything completely new for us. There is now, however, a deeper 
and more compelling basis for us to make our maximum contribution. This is the 
knowledge that the survival of our freedom and conditions of individual opportunity 
depend upon the manner in which our companies supply the products which feed, 
clothe, and arm our men on the fighting front and our people on the home front. It is 
this larger and more basic need which must completely absorb us and help us to 
contribute in every possible way to it. 


Because internal auditing does provide such great opportunities for management 
service it is the more important that we demonstrate that this is the fact. During the 
last war many internal auditing groups were raided as a source of manpower to do 
various line jobs that were developing and which appeared to be high emergency 
situations. This is not always to the company’s real interest and we should anticipate 
it and lay the groundwork for wiser actions which insure the continued contribution 
of internal auditing. One way to do this is to set down in writing what special modi- 
fications in our program that we propose to make and what special problems we intend 
to attack, because of the new defense production program. Let us show our manage 
ments in clear and forceful terms our perception of defense work problems in our 
companies, and our plans to do something about them. This too fits perfectly into our 
total objective of winning greater management acceptance—the overall theme of our 
tenth anniversary year. It is most important, however, that we take the initiative 
and do it now and I hope that each member will take this step. It would be especially 
pleasing to me if our members would write me of their plans to help their companies 
better gear themselves for defense production. The combined results would also 
provide valuable material for the Internal Auditor—our quarterly publication in 
which this note will appear. 

—Vicror Z. Brink. 
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Already, many businesses, large and small, are using IBM Elec- 
tronic Business Machines to speed their work. Every day more 
of these machines are coming off IBM production lines to save 
time, money, and effort for ever more companies. 

One of the 9 types of IBM Electronic Machines, the Elec- 
tronic Calculating Punch, is pictured above. It is used for all 
types of accounting, statistical, and scientific computations. 
This machine figures payrolls, for example, at speeds hitherto 
impossible. In one minute, it computes the net pay of 100 
people, multiplying hours by rate, subtracting all taxes and 
other deductions, adding overtime and bonuses. 

IBM Electronic and Electric Business Machines can ease 
the accounting burden for your company, too. 
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PLANNING, CONDUCTING and CLOSING 


A MARKETING DISTRICT AUDIT 


IN THE 
STANDARD OIL COMPANY OF CALIFORNIA 


By A. H. KENT, L. E. PERRICONE, M. W. CARMAN 
Standard Oil Company of California 


Probably no example of the constructive value of internal auditing 
has been more often referred to than the marketing district audits of the 
Standard Oil Company of California. Following a meeting attended by 
home-office as well as district managers, held at the close of the audit of 
each marketing district, a numerical rating of the performance of that 
district is announced by the internal auditor. This audit rating plan has 
produced amazing results in improved performance of the marketing 
districts by stimulating both competition and cooperation. The following 
description of such audits was originally presented by Messrs. Kent, Per- 
ricone and Carman before the San Francisco Chapter of Tur Instrrure. 


Mr. A. H. Kent 


UST a word at the outset as to our overall audit program. We are 
expected to make audit surveys of every department and subsidiary 
company; in all, approximately 80 surveys, varying in type and scope. 
They include field and home offices of major operating departments 
such as producing, refinery, transportation, etc. They deal with depart- 
ments of the San Francisco headquarters office, such as purchasing, 
foreign trade, stock transfer, corporate accounting, etc. We have 26 
staff members, in addition to the General Auditor and two Assistant 
General Auditors. In carrying out this program, we are also expected 
to train and develop staff members for future responsible positions in 
the company’s organization. Our graduates include parent company 
departmental assistant managers, and chief accountants, comptrollers, 
secretaries, treasurers, and vice-presidents of subsidiary companies. 
Shortly before the first of the year we draft a tentative schedule of 
audits for the year, and the crew members for each audit. Of course, 
this schedule is subject to many changes during the course of the year, 
because of emergency assignments, changes in personnel, etc. Never- 
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theless, this tentative schedule is a necessary part of the planning for 
the year’s work. 


We have selected for our discussion an outline of an audit in one 
of our marketing districts—believing that it will be more understand- 
able than an audit in one of our oil field or refinery organizations. 
We shall attempt to trace this audit from its beginning (selection 
of crew, preparation of time budget, etc.) to its culmination in the 
closing review meeting and the publication of the report. Between the 
planning and the completion discussions we shall try to give you an 
outline picture of some of the actual auditing work. 


Our first concern is to select a competent in-charge man. Marketing 
District audits vary in size and problems revolving around organizations. 
Hence greater experience will be necessary in the very large audits. 
Supporting the in-charge man, particularly in the large audits, will 
be a competent No. 2 man. Other members of the crew will be less 
experienced men, receiving training. The in-charge man, before leav- 
ing the headquarters office, will review the previous audit report of the 
district, examine the working papers of that audit (selecting any that 
may be useful in the audit which is about to commence), check the 
audit trace file for memos of special matters to be looked into, etc. When 
this is accomplished, he will commence the preparation of the time 
budget, and the assignments of the several crew members. At that time 
also he will consider the extent to which the work of the local auditors 
may be used. 


At this point, Mr. Perricone, one of the Assistant General Auditors 
will discuss the relationships of the General Auditor to the local auditing 


MR. KENT was born and educated in England. He joined the Standard Oil Com- 
pany of California in 1917. After serving that company in various capacities he 
became General Auditor in 1931, which position he held until his retirement, Decem- 
ber, 1950. 

Mr. Kent is a member of Tue Instirute or INrernat Avupirors and is presently 
serving Tue InstiruTe as a member of the Committee on Internal Auditing Prin- 
ciples and Practices. 


MR. L. PERRICONE is Assistant General Auditor, Standard Oil Company of 
California. His experience within the company includes several years of service in 
the manufacturing department, at the refineries and in the company’s home office. 
He became a traveling auditor in 1937 and was appointed Assistant General Auditor 


in 1946. 


Mr. Perricone is a member of Tue Inst1rute or INTERNAL AvuDITORs. 


MR. CARMAN is a Senior Traveling Auditor of the Standard Oil Company of 
California. He has been affiliated with that company since 1940. Previously he was 
an Income and Motor Fuel Tax Auditor for the State of Oregon. He is a graduate 
of the University of Oregon. 

Mr. Carman is a member of Tur Institute or INTERNAL AvupiTors. 
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program, will explain our Time Budget and Progress Report program, 
and the coordination of effort with our public accountants. 


LOCAL INTERNAL AUDITING 
Mr. L. E. Perricone 


Our company has in several departments and subsidiaries one or 
more local internal auditors, or as we term them, examiners. They 
carry on work of an auditing nature under the direction of local man- 
agement, but functionally are under the supervision of the General 
Auditor. This functional supervision involves the compilation of audit 
manuals, specific work papers, a voice in the selection of personnel, 
assistance in training, etc. 


As a rule, one of the local examiners is used as a temporary mem- 
ber of the General Auditor’s crews whenever his traveling auditors 
are conducting periodic audits of organizations having local examiners. 
By this means and some general counselling we assist in developing and 
training these men to do the best kind of job possible. Beyond this, their 
effort is controlled entirely by the local organizations to which they 
belong. 


The scheme has a two-fold objective: first, to assist in a more 
extensive and current audit of affairs in the local organizations and, 
second, the elimination of as much duplication in our work as possible. 
Since much of their work is done under our general guidance, with a 
limited test of their findings, we can accept certain sections of it in 
lieu of detailed studies by the General Auditor’s staff. 


In the marketing department, each district has at least two of 
these local examiners. One, a station examiner, visits all of the various 
bulk plants, verifies product inventories and examines various other 
matters and controls of operating and accounting interest. The other, 
throughout the year, carries out studies in the main office. 


TIME BUDGET AND PROGRESS REPORTS 


The problem of planning and scheduling the various audits to be 
made throughout the company each year obviously includes considera- 
tion of two very important factors, the available manpower and the time 
required to accomplish a satisfactory audit coverage. 


We have, over the past years, compiled an index of the time re- 
quired to perform the various audits, but because of changes or expan- 
sion in operations or in audit coverage, and because of the varying 
experience of audit crews, it is necessary to weigh several factors, then 
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set up a tentative schedule of audits to be made and the manpower 
needed to perform each audit. Normally, this involves consideration of 
the availability of certain in-charge auditors and often one or more 
experienced associates. 


The completion of audits within scheduled time then becomes a 
matter of a judicious allocation of time and assignments by the auditors 
in-charge to the various matters to be audited, and after the audit is 
under way, a close follow-up on the progress of all assignments. The 
plan does not “straight-jacket” necessary auditing: it simply organizes 
the problem, and forces the in-charge auditor to keep in touch with 
progress constantly. 


A periodic appraisal is made of the progress of the audit and of 
any unusual matters encountered that require extra attention. To meet 
the original schedule, it may be necessary to shorten some surveys, 
where it appears possible to do so without harm, or in exceptional cases, 
to ask for additional time or assistance. 


The mechanics of audit planning and time budgeting by the audi- 
tor in-charge of each marketing audit is as follows: 


First, the time to be spent on each subject is carefully estimated. 
This estimate is based on an experience chart of previous years and 
consideration of current factors. A certain number of days are set 
aside for “emergencies.” The total time requirement so estimated is 
reconciled with the total audit time available. 


Next, a daily record is maintained of the time spent on each audit 
subject and the progress is watched at frequent intervals. After the 
audit has progressed for three weeks, a Weekly Progress Report is 
forwarded to headquarters which reports (a) time spent on each sub- 
ject (b) estimated time required to complete each unfinished subject, 
and (c) estimated time in arrears or ahead in each subject and in the 
over-all time budgeted for the audit. 


Early in the audit, the in-charge auditor begins to give considera- 
tion to measures or changes needed to keep the audit running on 
schedule. This may call for throwing in some assistance on some 
assignments, re-assigning some men, or reducing some studies. The 
important point is that these steps should be taken early enough to 
meet with success. 


The Weekly Progress Report keeps headquarters informed of the 
progress being made and the probable audit completion date. It also 
indicates whether relief either by assistance, additional time, or by 
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major changes in audit coverage, is needed to meet the desired closing 
date. The fact that our marketing audit closing meetings are attended 
by certain home office executives, as well as several members of district 


management, makes it doubly important to bring audits to a close on 
schedule. 


The completed time record for each audit also serves as an excel- 
lent guide for succeeding audits, and particularly for new auditors with- 
out previous experience in their assignments. It also permits the General 


Auditor a better opportunity to evaluate the merits or extent of certain 
studies. 


This plan has proved to be of great assistance in meeting our heavy 
over-all schedule, and it has helped in the development of the in-charge 
men as good managers of audits. 


COORDINATION OF AUDITS WITH PUBLIC AUDITORS 

In our general programming of audits we try to schedule certain 
of them, particularly audits of home office departments, to be done at a 
time which would make them most useful to our public auditors. In the 
performance of these, as well as all others, we have developed a good 
understanding as to the areas of audit in which our work is particularly 
useful to them, and in these we have attempted to produce the style 
of work papers which, together with our reports, would be suitable for 
their purposes. They receive copies of all of our audit reports, and we 
make available to them any work papers they may like to review. 

Likewise, our public auditors make known to us certain of the 
coverage made by them. This is done by consultation at the start of 
audits at those points where they have also done some work. In this 


way we coordinate the efforts of both groups for the purpose of avoiding 
duplication. 


Though the respective coverage to be made by the public auditors 
and by ourselves has been worked out quite well over the past few years, 
some discussions are necessary each year to keep abreast of, and to take 
into account, any unusual situations. 


Our public auditors participate with us in certain audits, usually 
in connection with the verification of receivables at a few selected points. 
In order that they may anticipate these audits for this purpose, and 
for pre-audit consultations on coverage made or contemplated, etc., we 
furnish them a monthly letter showing dates of audits and the names of 
the in-charge auditors with whom contacts may be made. 


Any joint audit participation by public auditors is usually decided 
by them in San Francisco, and we are informed verbally of their wishes 








12 The Internal Auditor 


by that office. However, at certain points (subsidiaries) the option may 
be left to their local people. In either event contact is made with our 
auditor in-charge at the point of audit and the details with respect to 
joint participation are worked out. At the same time there is a discussion 
of respective coverage made, or to be made. So long as these conform 
to already established policies, the entire arrangement is worked out 
locally. 
OVER-ALL OBJECTIVES 
Mr. A. H. Kent 


Perhaps at this point, I should say a word or two as to our general 
audit approach and objective in a marketing audit. As internal auditors, 
we have a dual responsibility: first, the propriety and accuracy of the 
accounting records. Inasmuch as this quite closely parallels the aims 
and objectives of the work of public accountants, I shall not dwell on it 
for the moment. The second objective, is something different again—it 
is the “management” type of auditing. It involves the study of records 
through the eyes of management, the endeavor to appraise the soundness 
of the operations themselves, and the attempt to discover matters of 
interest to our top management. 


In a marketing department, we shall seek to determine such mat- 
ters as: (1) whether operations and accounting, as performed, have 
helped or hurt customer relations; (2) whether waste or unnecessary 
losses have taken place which have diminished profits; (3) whether 
company policies are being carried out as established. In general, there- 
fore, whether all company property and interests are being safe- 
guarded. A company which expects to market its product over a long 
period of years must have a well-satisfied group of customers. Obvious- 
ly, it must sell good quality products at proper prices. In addition to this, 
however, it must render first class service. Poor accounting service (in- 
correct invoices, incorrect monthly statements, failure to furnish prompt 
and courteous replies to customer correspondence) can affect relation- 
ships with the trade, and endanger continuance of sales. Poor operating 
service (failure to promptly fill orders or pick up goods or containers) 
will irritate customers. 


Marketing people engage in many operations other than the actual 
solicitation of goods, and all of these activities must be efficient. Large 
stocks of merchandise must be stored and handled, with no undue loss— 
since a few gallons or pounds of loss represent the profit on many times 
the number of gallons or pounds lost. Hence, a strong stock control is 
necessary, and abnormal differences at any point must be investigated 
currently, thoroughly, and intelligently. We must therefore study that 
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situation. We must seek to determine whether policies relating to the 
sound extension of credits are being followed, or whether selling enthus- 
iasm is endangering sensible credit control—and we must appraise the 
effectiveness of the collection activities. We must examine the prompt- 
ness of transmitting funds from various collection points and the sharp- 
ness of policing these activities. 


These and many other operations must be studied so that manage- 
ment may be advised as to the degree of close attention and intelligence 
that is given to every phase of operations in the area. 


CONDUCTING THE AUDIT 
Mr. M. W. Carman 


Before speaking of specific details in respect to the various phases 
of a sales district audit, I believe it would be well to state that we are 
talking of an average-size marketing organization, consisting of a central 
district office having accounting, sales, and operating clerical person- 
nel together with members of management. This group serves a defined 
geographical area with perhaps some 80-90 bulk plants operated by 
either company personnel or commission agents. These plants are 
grouped into sales branches under the control of a company employee 
whom we term a branch manager. 


Prior to arrival at the location to be audited certain preliminary 
plans and arrangements have been made which were described by Mr. 
Perricone. In making these assignments, which will be briefly discussed 
later, we consider—as previously stated—the experience of each crew 
member and the desirability for rotation of individual assignments from 
audit to audit as an aid in his development. At the same time certain 
studies are assigned to the local examiner who, upon our arrival, be- 
comes, in a sense, a regular member of the crew, and he is expected to 
assume like responsibilities until his duties have been completed, and 
until he is released to the local organization. 





Upon our arrival, but prior to commencing audit studies, we, as 
crew members, are expected to read the “policy” section of the auditing 
division manual. This is required in the interests of keeping fresh in 
the minds of all, the important matters of responsibilities, relationships, 
correct fundamental approaches to auditing and expected qualifica- 
tions. At this time it is also necessary to make arrangements through the 
local management for such temporary comptometer and typing help 


along with mechanical equipment and office space deemed necessary 
to conduct the audit. 
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The work carried on during the past year by the local examiners 
is appraised, and a decision made as to what degree such studies will 
be used in the annual audit, and the extent of sampling and testing 
that will be necessary. 


Our assignments in this type of audit generally fall into four 
categories: 
1. Accounts and Transactions That Directly Involve Relationships 
With Our Customers. 
2. Cash. 
3. Finished Goods Inventories. 
4. Miscellaneous Matters. 


1. RELATIONSHIPS WITH CUSTOMERS 
(a) Circularization of Trade Accounts Receivable 


This work receives primary attention at the outset of the audit. 
In our average-sized sales district we would probably be confronted 
with some 30,000 wholesale and retail customer accounts (one of our 
larger offices has over 120,000 accounts) from which a selective circu- 
larization would be made using a positive type of verification letter. 
We would examine, but not send verification letters on somewhat 
over half of the total number of accounts, but the end result would 
probably approach a book value confirmation of 60% to 70%. 
In order that customer statements shall not be delayed in mailing, 
due to the audit examination and circularization activities, it is the 
general policy that the entire crew participates in this work during the 
peak period in order to facilitate the processing of statements and verifi- 
cation letters. 


With our examination of customer accounts for circularization pur- 
poses, we naturally establish an independent balance of Trade Accounts 
Receivable, which is reconciled to that of the office’s reported balance, 
and this is statistically illustrated in the finalized report. 


Incoming verification letters are examined and those cases where 
the customer questions his balance or expresses some dissatisfaction 
with the company’s service, product, price, policy, methods, etc., are 
registered on a blotter and passed to the office for adjustment with the 
customer either through correspondence or personal contact. After the 
office has resolved the difference with the customer, the complete file 
for each registered verification letter is passed back to the auditor for 
examination as to satisfactoriness of treatment, and for classification 
as to responsibility for those that are determined to be “justified” com- 
plaints. 
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For reporting purposes, justified customer complaints are separated 
in respect to retail (Credit Card), and “All Other” accounts with re- 
sponsibilities defined somewhat in the following manner: 

Incorrect Balances (office errors, delayed remittances, operating 

errors, etc.). 

Justified Complaints, (not involving account balance.) 

Policy Settlements. 


Although each district attempts to clear all registered customer 
dissatisfactions prior to the close of the audit, the goal is usually not 
attained. Recognition of the uncleared items is made in our final report, 
and the district is held responsible for satisfactory clearance of each one 
subsequent to the closing of the audit. 


(b) Credit and Collection Matters 


While not directly related in all respects to relationships with 
customers, audit studies of extensions of credit and collection of accounts 
parallel the work done on Trade Accounts Receivable. Our reviews 
include the degree of adherence by the field to company credit policies 
and collection procedures, together with analyses of the district credit 
performance and propriety of reports submitted to the home office by 
the district credit division. The collection follow-up of those accounts 
under direct control of the credit division office is reviewed and judged 
for adequacy and adherence to prescribed policy and procedures. 


(c) Field Invoicing 


This includes the testing of field invoicing, for a representative 
period, to determine the number of invoices that required correction 
by the office and which resulted in customers receiving corrected in- 


voices. This is measured on a ‘ratio’ basis — “corrections” versus “total 
issued.” 


(d) Office Pricing Work 


The office checking of field pricing is reviewed. This includes in 
addition to the correctness of prices, the thoroughness of extension check- 
ing, control over invoices, etc. Sales to certain customers are priced 
originally by the district office, and not by field employees. We, there- 
fore, examine the basic price records, and from these, plus audit tests, 


we gain an impression of the quality of pricing performed directly 
by the office. 


(e) Customer Correspondence 


We review customer correspondence of the past year to see that 
all complaints, regardless of nature, have been promptly and courteously 
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handled. As a matter of information, customer complaints are registered 
on blotters by the office during the year, which act as control devices to 
ensure that all such correspondence receives prompt attention and that 
responsible management, through current reviews, is kept informed of 
essential facts. 


2. CasH 


We, of course, from an over-all standpoint, are primarily concerned 
with a survey of established procedures applicable to the handling of 
funds in order that we may inform management as to whether pre- 
scribed decentralization and internal control features are functioning 
in the intended manner. 


(a) Control of Cash Receipts 


Specifically, we examine the office control over cash receipts which 
includes the policing, by the office, of cash-in-transit and corrections to 
cash sales invoices. Bank accounts are reconciled and we determine if 
proper decentralization arrangements for monthly office reconciliations 
are in effect. We observe whether field stations are banking and remit- 
ting funds promptly, if their cash reports to the district office are pre- 
pared properly and if they make prompt settlement of cash differences. 


(b) Cash Disbursements 
The audit of these activities falls into four general classifications: 


Agents Commissions—The propriety and accuracy of commissions 
paid agents are tested by comparing the original contracts with the 
accounting office digests of the contracts, and the monthly statements 
supporting the payments. 





Tax Reports—Locally prepared tax reports covering Motor Vehicle 
Fuel and Federal Excise taxes on petroleum products along with State 
and City Sales and Use Taxes are reviewed and tested to basic account- 


ing records. 


Payrolls—Compiled by both field and office are tested and checked 
to basic salary authorizations and timekeeping records. 


Materials and Services Disbursements—Requisitions for materials 
and services, along with purchase orders are reviewed for adherence to 
all possible features of decentralization, together with compliance with 
prescribed policy. Payments are audited for arithmetical accuracy, 


promptness of payment, propriety of approvals, and correctness of 
accounting distribution. 
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3. Frnisnep Goops Inventory AvupIT 
This is concerned with units of measurement only. 


Studies are made of field operations and accounting to determine 
if they are correctly reporting inventories and movements, and are using 
the prescribed records to control such movements as intended. Reports 
by the field of investigations pertaining to abnormal losses and gains 
of product stocks are appraised by the auditor as to their sufficiency. 
As to accounting office responsibilities, we review certain stock 
control records that show by location the trend of losses and gains by 
product classification, to determine whether the office is following satis- 
factorily all instances of unusual differences, not previously explained 
by the field. The accuracy of accounting for and summarization of dis- 
trict inventory movements is tested in the district office and the pro- 
priety of reports made to the home office are reviewed. 


4. MisceLLaNngous SUBJECTS 
These include: 
a. The accounting for and control of returnable containers. 


b. Studies and reviews of all aspects of accessory merchandise 
accounting as distinguished from petroleum merchandise. 


c. Various aspects of a general accounting nature which include, 
for example, confirmation of deposits, working funds, travelers’ ad- 
vances, notes receivable, equipment on loan and many other features 
common to most business organizations. 


REPORT WRITING 


In connection with the subjects just discussed, “questionnaires” are 
used. After the auditor has completed a subject the manuscript must be 
written, the questionnaires answered, and these two items, as well as 
the work papers, are turned over to the in-charge auditor. He then 
edits the report sections, and any points in question are discussed with 
the auditor who has performed the work. Aside from supervising and 
programming the audit coverage and making progress reports to the 
General Auditor, the in-charge auditor takes a direct share in the audit- 
ing by assigning certain subjects to himself. In the final stages of the 
audit, the in-charge auditor devotes a major portion of his time to 
assembling the various sections of the report manuscript ,and seeing 
that the report is ready for review by the General Auditor or one of 
his assistants. 
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Two or three weeks prior to the audit completion, I advise the vice- 
president in charge of operations that we shall be ready to hold the 
closing meeting on a specified date. He writes the manager of the dis- 
trict to make necessary arrangements for a meeting room in either the 
office building or at a hotel, and specifies who shall attend this meeting. 
The usual list includes the district manager, his various operating 
assistants, credit manager, maintenance and plant superintendents, 
branch managers, the office manager, and his assistants, division heads, 
local auditors, and certain others who are specified. The San Francisco 
home office will be represented by the vice-president, the manager of 
operations, and the departmental manager of accounting. Meeting 
groups range in number from 30 to 50. Top Management has made it 
emphatic to the districts that they consider this meeting a major event 
in the year’s operations of the district. Approximately ten days before 
this meeting, I, or one of my assistants, arrive in the district to prepare 
for and to conduct this meeting. Upon my arrival, the auditor in-charge 
turns over to me finished sections of the audit report, questionnaires, and 
related work papers. These are reviewed carefully for two primary 
purposes: (1) to study and extract information necessary for the com- 
pilation of the notes which I shall use in the meeting review, (2) to 
assign audit percentage ratings to the various individual subjects and to 
the over-all district performance. 


AUDIT RATING PLAN 


A word, first, as to the audit rating or audit incentive plan. For 
each of the many activities in a district we have set up a specific num- 
ber of points that can be earned—the sum of these “possibles” being 
1000. Based on questionnaires and audit findings shown in the report, 
comparison with results of the previous year in the district and with 
results in similar subjects in each of the other districts—points are 
awarded in each subject. Thus, poor, fair, good, or very good perform- 
ance in individual subjects are weighed and balanced in the over-all 
district rating. 


The plan was presented at a meeting of the marketing group 
of the American Petroleum Institute this year. It produced considerable 
interest, and a brief outline of it was published in the October 26th issue 
of the National Petroleum News. 


The Incentive Plan is particularly effective in a marketing organ- 
ization. Marketing people are competitive by nature and they are al- 
ways involved in competing against specific figures—their own and 
those of other people. 
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An audit result expressed in numerical terms offers a much more 
specific target for efforts to improve operating efficiency than a very 
broad term appraisal, such as a “fair” or “good” audit. If they are told 
that they had a fairly good audit, but that they should try for a better 
one next year, the objectives seem rather vague. On the other hand, 
if they are told that their rating was 76%, and each individual subject 
received a specific percentage—the effect produced is much more defi- 
nite. They feel that any improvements, even though small, will be 
visibly recognizable in the next year’s rating. 

You can, no doubt, realize that much research was necessary to 
set up the bases of ratings and that the careful weighing of each year’s 
results calls for a considerable amount of careful, thoughtful work. 
We set up no claims that the rating is an exact science. Certain of 
the points assigned are on a formula basis, but many are based on our 
best judgment, after making various comparisons of previous audits, etc. 
We do think, however, that it is a reasonably accurate measurement 
of results; and we are certain that it has incited competitive efforts, 
which have brought about greater interest in, and attention to many 
phases of operations, which formerly were not given too much super- 
vision by management. The elements of success in the plan depend on: 
(1) the whole-hearted belief in, and support of the plan by the top 
management of the department, (2) continuing review and painstak- 
ing effort on the part of the auditing division—-so that the district people 
shall feel that the plan is administered fairly and intelligently. 


Not only has the plan produced intense competition among the 
districts, but it has brought home very forcibly the effect of teamwork. 
If one section of the organization is weak, the over-all district rating 
is affected. Hence each group must perform well and each must help 
the other. The plan in our company has produced amazing results. 


THE MEETING 


It occupies an entire forenoon. After a few brief introductory 
remarks by the host district manager, the General Auditor takes over. 
The meeting always has an educational background. Perhaps the 
first fifteen minutes is devoted to laying a business background for the 
detailed review which follows. 


This may deal on one occasion with the importance of records in 
the management of a large company. We may picture the machinery 
of gathering and condensing the millions of individual documents des- 
cribing transactions, so as to furnish management with the information 
necessary to operating currently and planning the future. To illustrate 
the volume of documents—one of our marketing offices handles approxi- 
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mately ten million of one style of document alone. Such a discussion 
emphasizes the importance of accuracy in the records compiled by 
district people. On another occasion, the introduction may explain or 
dramatize the effect that credit or stock losses have on the profits of the 
company. 


After such a “background” talk, which is intended to create the 
proper atmosphere in which to discuss more detailed matters, we discuss 
each major activity of the district. First, the several subjects that effect 
relations with customers—invoicing, pricing, ledgers, correspondence. 
We point out why it is important to business success to handle these 
matters efficiently. This feature prefaces each subject discussed through- 
out the meeting. Then we tell them what our audit found, how good or 
bad were their operations, and whether this year was better or worse 
than the previous year. 


Similarly, we discuss extension of credit and collection activities, 
cash receipts and disbursements, stock control, and investigation, and 
all of the other subjects covered in the audit. At the close of the detailed 
review, we summarize each subject briefly and announce the audit 
rating. 

During my review, the Vice-President has been making notes, and 
as I conclude he takes over. For approximately ten minutes he com- 
ments on various audit findings, adding the weight of his position to 
my remarks. He expresses the degree of his satisfaction over the audit 
rating, complimenting them over the result or stating that he had hoped 
for a better one, and expressing his desire for a still better one next time. 


Other home office representatives make a few remarks. Possibly 
several local people may say a word or two and finally the district 
manager expresses his pleasure or disappuintment, and his promises 
for still stronger action in the coming year. So the meeting is brought 
to a close. 


REPORTS 

The report as compiled by the audit crew, receives a final editing 
in my office, and is then forwarded to the vice-president. Sufficient copies 
are furnished so that various home office managers, as well as district 
people receive copies of the report which includes the official rating 
sheet. Accompanying the copies of the report to the district is a letter 
from the vice-president asking that after the report is studied a letter 
be addressed to him advising the nature of action being taken to correct 
any unsatisfactory conditions which may have been reported. So there 
it is—the plan, the objectives, the audit studies, the rating, the meeting, 
the published report. 


WHAT IS THE “BASIS”? 
SOME INCOME TAX CONSIDERATIONS 


By JOHN G. JAEGER 


Assistant Controller, Glen Alden Coal Co., Scranton, Pa. 


Almost no business decision can be made today without considering 
the effect of income taxes. In this interesting article the author points 
out, in non-technical language, some of the tax law problems which 
have never been solved satisfactorily. 


N searching about for topics relating to taxes which might be interest- 
I ing, it has occurred to me that a good place to start might be with a 
little historcial sketch. We all know that the effective date of the present 
income tax law was March 1, 1913, which is a date that we encounter 
continually in income tax practice. But the history of income taxes in 
this country extends back at least to the Civil War, and even before 
that an effort had already been made to enact such a law. 


The idea of a tax on income seems to have originated in England 
in the late Eighteenth Century, in the group of political economists 
led by Jeremy Bentham, who originated the maxim that the tax burden 
should be graduated according to the ability of the people to pay. Such 
ideas were entirely unfamiliar to older economic systems. The feudal 
system was inherently one which taxed the poor for the benefit of the 
rich. Going back still farther, the system of taxation employed in the 
later period of the Roman Empire consisted of the type of taxes which 
devolved principally on the poor. 


But, getting back to our own country, the first income tax law 
was enacted August 5, 1861. A previous attempt had been made to pass 
a bill during the War of 1812, but it was not successful. The 1861 law 
was in effect until December 31, 1871, when it was repealed. Evidently 
it was not contested on constitutional grounds. 


The next income tax law was enacted August 28, 1894, imposing a 
tax of 2% on individual and corporate net income in excess of $4,000.00 
It was this law which was held to be unconstitutional in the case of 
Pollock vs. Farmers’ Loan and Trust Company, 157 U. S. 429. It was 
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held invalid on the ground that it was not apportioned according to 
population. 


In 1909, a law was enacted imposing an excise tax on corporations 
measured by net income, which was held to be constitutional. 


A constitutional amendment which would permit the levying of a 
direct personal income tax had been agitated ever since the Pollock case, 
and it was finally ratified February 25, 1913, and was followed immedi- 
ately by the first of the present line of income tax laws on October 3, 
1913. Various amendments and revised tax laws were written until 
1938, when they were all merged into the present Internal Revenue 
Code. 


A change of great significance occurred in 1918, when separate 
treatment was for the first time accorded to capital gains. The American 
income tax law is unique among all the laws of other countries, in that, 
so far as I know, it is the only one which might be called “modern” 
which undertakes to tax capital gain. Our neighbors in Canada, who 
take many of their cues from us, have never done so, nor have our 
British cousins, even under a Labor Government. 


The history of separate treatment of capital gains begins in 1918, 
motivated by the Supreme Court decision in Southern Pacific vs. Lowe, 
247 U. S. 330. Prior to that time the Treasury had attempted to include 
in gross income the entire proceeds of the sale of property, rather than 
just the net income as we have now become familiar with. The court 
held that only net income could be taxed. That stand on the part of 
the Treasury seems ridiculous at this distance, but it was a real contest 
in those days. 


I say this was a change of great significance because the subject of 
capital gains accounts for about 75% of the really abstruse complica- 
tions of the tax law. When we consider that under this heading we find 
the provisions relating to corporate reorganizations, I believe you will 
know why I say this. The provisions relating to corporate reorganiza- 
tions were first introduced in the Revenue Act of 1918. Prior to that 
time the gain or loss realized by a stockholder or a corporation in a 


MR. JAEGER is Assistant Controller and head of the tax department of the Glen 
Alden Coal Company, Scranton, Pennsylvania. Prior to his present affiliation, Mr. 
Jaeger served as Secretary of the Delaware, Lackawanna, and Western Coal Company. 


Mr. Jaeger was born in lowa. He is a graduate of Georgetown University with 
the degree of LLB. After practicing law in Washington, D.C. for four years, specializ- 
ing in tax matters, he joined Southern Cities Utilities Company in Philadelphia and 
spent several years in Spain on business for that company. 


= 


ee | 


- mal Te 


What Is the “Basis”? Some Income Tax Considerations 23 


corporate. reorganization was subject to tax just the same as any other 
capital gain. It was realized that this situation imposed a severe restric- 
tion on corporate changes and was likely to interfere with the freedom 
of movement of business enterprise. Consequently, the Revenue Act of 
1918 introduced the first reorganization provisions which made certain 
exchanges tax free. This opened up the real era of tax complications. 
As is usual with a tax provision in which everybody is feeling his way, 
it created many more problems than it solved. The smart practitioners 
soon figured out ingenious ways in which they could avoid capital gains 
taxes, by bringing a particular transaction within the letter of the 
reorganization provisions while being far from their original intention. 
This resulted in one of the real landmarks of income tax jurisprudence, 
the celebrated case of Gregory vs. Helvering, which has plagued tax 
practitioners ever since, and will continue to do so as long as we have an 
income tax law on the statute books. 


The Gregory case is sometimes known as the “business purpose 
case”. It held, in effect, that unless a reorganization had a “business 
purpose” it did not come within the tax free provisions of the law, even 
though it complied exactly with its written provisions. It is easy to see 
the degree of uncertainty which this case has infused into the reorgan- 
ization provisions. It has tended to hedge them about in such a way 
as to make all but the most obvious reorganizations a matter of extreme 
hazard. But far from being a judicial aberration which can be cured 
by legislation, the Gregory case continues to affect other sections of the 
tax law with ever-widening reach. 


Prior to the Gregory decision a substantial loophole had been found 
in the reorganization provisions, which came to be known as the process 
of “stepping up the basis”. If I may digress for a moment, this question 
of “basis” has become, as the lawyers term it, a “word of art,” meaning 
that, in terms of tax practice it has acquired a meaning of its own apart 
from its usual meaning. It is used to refer to one of the factors in 
determining the gain or loss on sale or other disposition of an asset 
specifically, the factor of acquisition cost, or more properly, acquisition 
figure. If I inherit a piece of property, my “basis” is market value. If 
I buy a piece of property for cash, my “basis” is my cash cost. If some- 
one gives me a piece of property, my “basis” is my donor’s “basis”. 


If a corporation owned a piece of property which had a cost basis 
of $10,000.00 but had increased in value to $100,000.00, and it wanted 
to dispose of it, you can see it would have a capital gain of $90,000.00. 
Prior to 1952, it could approach another corporation of similar type 
and offer to exchange the property for stock. If after the exchange the 
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stockholders of the first corporation owned less than 80% of the second 
corporation, the basis of the property was “stepped up” to $100,000.00. 
Under this provision, it was possible for them to own 79% of the second 
corporation, well in control of it, and have the basis of their property 
stepped up to market value. This process of stepping up the basis became 
so popular that such transactions became known as 79-21 reorganiza- 
tions. Congress severely curtailed this loophole in 1932 by providing 
that the 79% requirement should be reduced to 49%. 


And so it went with the reorganization provisions, which Congress 
revised from time to time to meet new situations. They will no doubt 
continue to plug loopholes or make provisions more equitable in the 
future. There is one situation frequently met in practice, which in my 
opinion needs correcting. It is a pitfall but at the same time provides 
a loophole which Congress will one day certainly plug. It is a good 
illustration of how a change may be planned with a perfectly enormous 
tax effect. This has to do with a transaction under Section 112 (b) (5) 
of the law. This section is generally known as one of the reorganization 
provisions, but technically is not. A reorganization is defined in the tax 
law as a transaction between corporations, whereas Section 112 (b) (5) 
relates to original organization of a corporation. It describes a transac- 
tion when an individual proprietor or a partnership change their busi- 
ness forms and become corporations. A client frequently asks his tax 
counsellor the question, ‘Is it more advantageous for me to conduct my 
business as an individual or a corporation?’. Now of course, it is easy 
to take the tax tables and give the answer to the question using the tax 
rates. But watch out! Our old friend “basis” is here with all his war 
paint on. If your client owns a piece of property which he uses in his 
business, there is either a severe drawback or a big advantage, depend- 
ing on what the basis is in relation to present value. If the present value 
of the property exceeds the basis, by transferring it to a corporation 
under 112 (b) (5), you would set up two potential capital gains instead 
of one. It works in this way: Section 112 (b) (5) provides that the 
corporation shall take the basis of the transferor, but that the transferor’s 
basis for the stock he acquires shall be the same as his basis for the 
property transferred. For more clarity, let us put some dollar signs in 
front of it. Suppose John Smith owns a piece of property with a cost 
basis of $10,000.00, which has increased in value to $100,000.00. Obvi- 
ously, he has a potential capital gain of $90,00.00. He wants to incor- 
porate and avoid paying a tax on the transfer of the property to the 
corporation. He can do this under 112 (b) (5), but consider what hap- 
pens after that. He takes $100,000.00 capital stock of the corporation, 
on which his basis is $10,000.00—remember that the basis of his stock 
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is the same as the property he transferred tax free. He still has his 
potential capital gain of $90,000.00 in the stock. And consider further 
what happens to the corporation. It owns a piece of property worth 
$100,000.00, but it has a basis of $10,000.00, or a second potential 
capital gain of $90,000.00. You see now how two potential capital 
gains instead of one have come into existence. 


However, if the market value is reversed, or if the individual 
proprietor’s basis is $100,000.00 while present value is $10,000.00, you 
would set up two potential capital losses instead of one. Such transac- 
tions are entirely legitimate, and have never been subjected to the 
Gregory doctrine. They do not come under the heading of tax evasions. 


The subject of percentage depletion always excites an interminable 
argument. You may recall that President Truman in asking the 81st 
Congress for new tax legislation referred to percentage depletion as a 
“loophole”, and asked its repeal. And indeed, based on our concepts of 
recovering cost of mining property through depletion, it does seem like 
a loophole. We are inclined to ask, what is the justification for allowing 
mining companies to recover the cost of their mining properties over and 
over again year after year, until exhaustion? Well, percentage depletion 
is based on more advanced economic thinking than the conventional 
theories of cost recovery. Early in the history of our tax laws it was 
realized that cost as a basis of recovery was wholly inadequate where 
extractions of natural resources were concerned. It was reasoned that a 
gold prospector spends years in finding gold, and when he does find it, 
it is usually on land no good for anything else, that he buys for a song or 
gets free from the government. He had very little actual cost of acquisi- 
tion, but his find might be worth many millions. In these circumstances, 
it was determined to allow him to recover, not his cost, but what his 
property was computed to be worth after the discovery of gold. This 
was known as discovery depletion, and the reasoning behind it is obvious. 
But it was immediately realized that attempting to set a value after 
discovery which would fix the ultimate limit of his recovery was sheer 
guesswork, even for experienced engineers. Why, the question was 
asked, if we are going to allow him to recover his discovery value, 
should we attempt to put a limit on it at the time of discovery? Why, if 
this principle is valid, shouldn’t we eliminate the guesswork and let 
the value be determined as extraction continues and until exhaustion? 
This is the principle of percentage depletion. It was adopted and 
extended to oil and other minerals in the late 1920’s and in 1932 to 
coal. The circumstances of its extension to coal are interesting. The 
original application of the principle was to minerals in which there 
was a high degree of risk and uncertainty as to reserves, such as gold, 
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silver, and because of its fugitive nature, to oil. Evidently at that time 
no one thought of applying it to coal, I suppose because most of the 
coal reserves were known, and because of the greater certainty of the 
extent of the reserves. But second thought brought out the fallacy of this 
idea. Originally, the coal prospector was just as uncertain as the oil pros- 
pector. The story is related of the acquisition of coal lands right here in 
the anthracite area. The Lehigh Coal & Navigation Company is said 
to have acquired extensive coal lands from the Indians for no other 
consideration than an ear of corn. It could not have known then the 
extent of its purchase, and even if it had known the tons of coal in the 
ground, there was no reason why its recovery through depletion should 
be limited to an arbitrary valuation measured in the economic dollar 
of that day. Rather the coal operator should get his depletion recovery 
in the coin of the day of extraction and as long as he continues to extract. 


It might be of interest to comment briefly on the provisions 
of the law relating to the use of last-in-first-out inventories. This is 
known in the jargon of the trade as “lifo”, but officially termed by the 
Treasury as the “elective” method of valuing inventories. The method 
can be elected at any time, but once started cannot be changed. It can 
be applied only to merchandise produced or bought for sale or held for 
manufacture in the regular course of the taxpayers’ business, and can- 
not be used in connection with supplies inventories held for maintenance 
work or capital improvements. 


The theory is that goods on hand at the end of a year were on hand 
at the beginning of the year up to the opening quantities, and are valued 
accordingly. The rules for valuing inventories in this manner are set 
forth in Article 29.22 (d) (2) of the regulations, and briefly are as 
follows: 


(a) Inventory must be valued at cost. The use of “cost or market” 
or any other price other than cost is not permitted. 


(b) In the first year of use of ‘lifo’, the opening inventory is to 
be priced on the “average cost” method. If the opening inven- 
tory was priced by a different method, it must be recomputed. 


(c) Closing inventory is considered to have been on hand at the 
beginning of the period to the extent that the quantities do 
not exceed the opening inventory. In other words, the units 
in the closing inventory, are to be priced at the opening price. 


(d) Units in the closing inventory exceeding the number on hand 
in the opening inventory, are to be valued at one of several 
methods which the company may elect, all representing cost. 
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The. adoption of the elective method involves careful timing in 
order to realize maximum benefits. If adopted in a year in which a 
severe upswing in prices occurs, maximum benefits will be obtained. 
It should be noted, however, that the corporate books must be made to 
conform. You cannot use one method on the books and another in the 
tax returns, as is permissible with depreciation or depletion. 


I think this has run on about long enough, but before closing, I 
would like to give a word of advice as to how to answer questions on 
taxes which are submitted to you. Always be careful to disclose any 
possible adverse effects of any contemplated move. I saw one instance 
where failure to do just that resulted in a most unpleasant surprise. 
Some years ago the Ford Motor Company operated a very successful 
assembly plant in Spain. At the same time, Spanish currency restric- 
tions prevented Ford from transferring his profits to American dollars. 
As the surplus mounted, the company began to wonder what to do 
with it. Someone in Detroit came up with the idea of declaring a stock 
dividend, which under American law would be tax free. The question 
put to their Spanish counsel was, whether stock dividends were legal 
under Spanish law. He advised that such dividends were entirely legal. 
Accordingly, he was directed to proceed with the stock dividend. Came 
the end of the year and the company was presented with a perfectly 
huge tax bill. The surprised and horrified American brain truster 
cabled frantically to ask the Spanish counsel why he hadn’t told him 
it was a taxable transaction. “Well,” cabled the Spanish counsel, “you 


didn’t ask”. 


Borrow trouble for yourself, if that’s your nature, but don’t lend it 
to your neighbors. 


—Rupyarp KIptine. 








WHAT THE INDEPENDENT PUBLIC 
ACCOUNTANT EXPECTS OF 
THE INTERNAL AUDITOR 


By E. G. SCOVIL 


Managing Accountant, Price Waterhouse & Co., Los Angeles, California 


The development and recognition of modern internal auditing has 
been materially promoted and recognized by independent public 
accountants. Both the Securities and Exchange Commission and the 
American Institute of Accountants have officially recognized the in- 
ternal auditor as a necessary part of internal accounting control. The 
independent public accountant expects the internal auditor to base his 
procedures upon the internal accounting control in a manner which pro- 
vides reasonable safeguards as to the reliability of the financial state- 
ments on which the independent public accountant must report. 


HE internal auditor’s functions, relative to scrutinizing and apprais- 
ing the system of internal accounting control and the verification 
of data underlying financial statements, are those in which the public 
accountant is primarily interested. It is not the purpose of this paper to 
discuss the detailed procedures of internal auditing but to consider the 
independent public accountant’s view of the internal auditor’s work 
which concerns him in connection with his examination of the financial 
statements. 


The development and recognition of the modern internal auditor 
has been materially promoted by the independent public accountant and 
the Securities and Exchange Commission. In a bulletin entitled “Exam- 
ination of Financial Statements by Independent Public Accountants” 
prepared and published in 1936 by the American Institute of Account- 
ants, the work of the internal auditor was referred to in the following 
statement: 


“The detailed scrutiny and check of cash transactions of 
large companies can be performed more economically by per- 
manent company employees. Where such a check is provided, 
the accountant will modify his program accordingly.” 
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Securities and Exchange Commission Regulation S-X, Rule 2.02(b) 
states in part: 


“In determining the scope of the audit necessary, appropri- 
ate consideration shall be given to the adequacy of the system 
of internal check and control. Due weight may be given to 
an internal system of audit regularly maintained by means of 
auditors employed on the registrant’s own staff.” 


The Committee on Auditing Procedure of the American Institute 
of Accountants, in its bulletin number 6, issued in March 1941, inter- 
preted the foregoing as follows: 


“The Commission makes it mandatory that appropriate 
consideration be given to the adequacy of the system of in- 
ternal check and control, following the standard set forth in 
the report, ‘Extension of Auditing Procedure’, and in account- 
ing discussion and literature during recent years. The succeed- 
ing sentence, “Due weight may be given to an internal system 
of audit regularly maintained by the use of auditors employed 
on the registrant’s own staff’, is permissive. No reference is 
made to the work of internal auditors who may be employed 
by a subsidiary of the registrant but, as the sentence is permis- 
sive and not restrictive, the committee does not consider the 
omission serious. Where circumstances surrounding an in- 
ternal audit made by employees of a subsidiary are such as to 
justify a measure of reliance upon it, the committee believes 
the auditor should give due weight to it also as constituting 
part of the system of internal control.” 


It is obvious that both the Securities and Exchange Commission 
and the American Institute of Accountants have officially recognized 
the internal auditor as a necessary part of internal accounting control. 
In large and many medium-sized corporations, it is difficult to conceive 
of an adequate system of internal accounting control that does not 
include a modern internal auditing staff. Although considerable progress 
appears to have been made, it is not as yet wholly accepted by all cor- 
poration officials that modern internal auditing is an essential part of 
proper management; it is to be hoped that continued educational efforts 
will bring about a better understanding of the matter. 


It should be understood that the prime responsibility, for financial 
statements issued, is that of management. The Securities and Exchange 
Commission has stated that “accountant’s certificates are required not 
as a substitute for management's accounting of its stewardship, but as 
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a check upon the accounting.” The financial statements and explanatory 
notes to which the public accountant refers in his report are those of the 
management; only the report (certificate) is the accountant’s. If man- 
agement is fully aware of its responsibility, it should not be difficult for 
it to realize the advantages of a modern internal auditing staff, which is 
a necessary control in the operation of the business. 


Between the internal auditor and the independent public account- 
ant there should exist a mutual understanding of the problems of each. 
This should not be difficult to achieve because, in the main, the objec- 
tives of both are closely related. 


The public accountant should satisfy himself as to the adequacy of 
the procedures followed by the internal auditor. He accomplishes this 
by reviewing audit programs, working papers, reports and other evi- 
dence of work done, by duplicating some phases of the work and by 
actually observing the internal auditor carry out his work. The oppor- 
tunity for such observation is afforded by collaborating in some phases 
of the work. Collaboration between the internal auditor and the public 
accountant throughout the year is desirable as it permits discussion and 
settlement of problems as they arise which should tend to facilitate 
the year-end work. 


The work of the internal auditor does not take the place of that of 
the public accountant, but it can permit the latter to carry out his exam- 
ination with less testing and sampling. There is, of course, a limit to 
the extent that the public accountant may curtail his testing of trans- 
actions no matter how extensive and comprehensive is the scope of the 
internal audit. The respective training and experience of the internal 
auditor and independent public accountant should provide the means 
for “team-work” which should prove both efficient and economical. 
A certain amount of duplication in the work of the internal auditor 
and the public accountant is unavoidable; however, proper coordina- 
tion and planning should prevent any unnecessary duplication of work. 
There are instances where the work of the internal auditor can be car- 
ried out under the supervision of the public accountant and accepted 
auditing requirements of the latter still be maintained. 
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The independent public accountant does not expect the internal 
auditor to carry out a detailed audit of all transactions, nor is it to be 
expected that his work will necessarily disclose all irregularities. How- 
ever, he expects that the internal auditor will base his internal auditing 
procedures upon the internal accounting control so as to provide reason- 
able safeguards. It, therefore, follows that the internal auditor must keep 
fully informed, in all respects, as to the adequacy or weaknesses of the 
internal accounting control and check and he is responsible for seeing 
that it functions as was intended. His observations of deficiencies, to- 
gether with appropriate recommendations relative thereto, should be 
reported currently. In planning internal audit procedures, the relation 
between the expense involved and the worth of the objectives or results 
to be obtained should be considered; obviously, the cost should not be 
disproportionate to the value of the objective to be gained. 


Some other things that the independent public accountant expects 
of the internal auditor are: 


(1) Maintenance of a high standard of work. 

(2) Evidence of work accomplished. 

(3) Familiarity with all financial phases and problems of com- 
pany and industry. 

(4) Survey and review of the system of internal accounting 
control. 

(5) Maintenance of an adequately manned and qualified staff. 

(6) Independence from authority and interference of those re- 
sponsible for originating transactions. 


These points are amplified as follows: 


There does not appear to be a good reason why the standard of 
auditing work performed by the internal auditor should not be of the 
highest grade. In fact there is good reason why it should be so; the 
internal auditor devotes his entire time to the problems of one com- 
pany or an affiliated group of companies; therefore, he should become 
a specialist in the auditing procedures of his own company and the 
industry of which it is a part. 


No matter how good a job the internal auditor performs, a great 
amount of the value of such service is lost unless he is able to produce 
satisfactory evidence that the work was done. Satisfactory evidence 
would include: 


(a) Written audit programs 
(b) Comprehensive working papers 
(c) Audit reports 
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The importance of preparing and retaining comprehensive work- 
ing papers cannot be too strongly stressed. In many respects the internal 
auditor’s working papers and audit programs are of more consequence 
to the public accountant than audit reports. 


The internal auditor should be thoroughly familiar with the 
accounting and financial problems of his company and the industry 
to which it belongs. He should also have an understanding of the operat- 
ing phases of the business. 


The internal auditor should be the “watch-dog” over the system of 
internal accounting control. He must continually examine it for weak- 
nesses and to see that the established controls actually function. He must 
recognize the human factor which requires constant supervision. In con- 
centrating on the “weak spots,” the internal auditor is able to improve 
the adequacy of the system of internal accounting contro] from the 
over-all point of view. Such weaknesses usually exist in branches and 
departments where limited personnel does not permit an adequate con- 
trol. The internal auditor is the main safeguard against defalcations 
involving collusion, hence he must be particularly alert in this connec- 
tion. 


Without an adequately manned and qualified staff, the internal 
auditor cannot properly meet his responsibilities. Under normal condi- 
tions the staff should be large enough to permit audits of all branch, 
plant and head office records at reasonably frequent intervals. The per- 
sonnel of the internal audit staff should be rotated on the various assign- 
ments as such an arrangement is conducive to the effectiveness of the 
work. The personnel of the internal audit staff should consist of indi- 
viduals having the necessary qualifications for the work. In selecting 
junior members for the staff, aptitude should be stressed. 


In the final analysis, the value of the work of the internal auditor 
to the independent public accountant is measured by the degree of 
freedom which the internal audit function has from authority and inter- 
ference of those responsible for originating the transactions which are 
subject to audit. Certainly the internal auditor should not participate 
in originating any transactions, as such participation will nullify subse- 
quent audits thereof. 


Collaboration on certain phases of this work is mutually beneficial; 
the following are some examples: 


(1) Preparation of written audit programs 
(2) Cash and security counts 
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(3) Observation of physical inventory taking (including test 
counts ) 

(4) Circularization of receivables 

(5) Payroll tests (including distribution of checks) 


(6) Survey and review of system of internal accounting control 


The public accountant may be of considerable assistance to the 
internal auditor in the preparation of written internal audit programs. 
This also offers an opportunity for joint planning and discussions in 
respect of procedures before the work is undertaken, which seems desir- 


able. 


Where simultaneous cash and security counts at several locations 
are required, it obviously will alleviate the man-power problem if the 
internal auditing staff and that of the public accountant work together; 
this may be accomplished by having members of the internal audit staff 
work under the supervision of the public accountant or by having the 
internal auditing staff undertake the work at the locations which the 
public accountant does not visit. The foregoing also applies to the obser- 
vation (including test counts) of physical inventory-taking which is 
carried out at several locations at the same time. 


One of the advantages of collaboration in connection with the circ- 
ularization of receivables is that it precludes the possibility of antagon- 
izing customers due to having the same customers receive requests for 
confirmation of their balances more than once within a reasonable 
period. 


When the public accountant undertakes payroll tests involving 
distributing the checks to the payees, such work can be facilitated by 
having a member of the internal auditing staff present who is able to 
identify the employees on the payroll. 


The survey and review of the system of internal accounting control 
offers an excellent opportunity for the internal auditor and public 
accountant to coordinate their efforts. The internal auditor’s knowledge 
of his own company’s affairs, together with the public accountant’s 
broad experience, should provide the means for carrying out this phase 
of the work in an efficient and economical manner. 


Generally, management and the public accountant recognize the 
importance of the internal auditor’s function. Unfortunately, there are 
still some corporation officials who lack a proper understanding of the 
function of internal auditing and of the necessary service it has to 
offer. Management should realize that without its complete cooperation 
an effective system of internal accounting control is not feasible. 








MANAGERIAL CONTROLS— THE 
CONCERN OF INTERNAL AUDITORS 


By HOWARD C. ADAMS 
Partner: McKinsey & Company 


More and more, internal auditing is coming to be recognized as a 
phase of administrative control — a phase distinct from accounting. 
In this article a recognized expert on business management presents a 
valuable list of criteria for appraising business operations which “have 
a proved record for paying off well.” 


HE job of the internal auditor is a many-sided one. Traditionally, 

he is responsible for checking and validating the figures behind 
balance sheets and profit and loss statements. Less traditional is his 
role in helping to improve the actual operations of the business by 
analyzing activities, determining weaknesses, and developing and sug- 
gesting improvements. Yet this less traditional role offers him an ever- 
increasing opportunity of rendering valuable service to his organization. 


Let us briefly consider here the role of the internal auditor as an 
operations analyst—as a company trouble-shooter—and review some 
case material. Three questions come to mind almost at once: 


1. Why is the internal auditor a good choice? 
2. Organizationwise, is such an assignment logical? 


5. What criteria can he apply in appraising activities? 


WHY THE INTERNAL AUDITOR? 


The internal auditor is a man with a searching mind. In carrying 
out his traditional responsibilities, he has had to probe all facets of the 
company’s activities. He has learned to question everything. 


Most operations or controls in the average company can be better 
planned, designed, or administered. The reasons are understandable. 
Operating executives are so close to their work that they cannot always 
see the improvement opportunities. Many of them do not have the time 
or disposition for analysis. Often they lack the background and experi- 
ence. 
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But someone from outside their department may not be similarly 
handicapped. Such an individual can help the operating executive by 
bringing to bear an objective viewpoint, analytical and designing skills, 
and experience with the same or similar problems. In many cases the 
internal auditor will fill those qualifications better than anyone else. 


IS THE ASSIGNMENT LOGICAL? 


There is no quick answer to that question. Whether the internal 
auditor is the logical person to assume responsibility for analyzing 
operations depends on several factors: 

1. The kind of business 

2. Its size 

The types of problems that require attention 


3 
4. The improvement opportunities that exist 


Or 


The ability and experience of the various executives 


6. The acceptance of and regard for the auditor as a person by 
the other executives. 


The person assigned the job of analyzing operations should for the 
most part be the one that can do it best. It is impossible to generalize 
and say that the function should always be assigned to one certain 
person or to one certain unit in the organization. In some cases the 
assistant to the president or the controller may be the logical choice. 
In others, a special organizational group may be set up. In a small com- 
pany with several million dollars of sales annually, the controller will 
combine in most instances the analytical work with his other duties. 


The important thing is that the activity should be performed and 
the necessary help rendered. Who does the work is less significant, pro- 
vided that good principles of organization are not violated. 


WHAT CRITERIA CAN HE APPLY? 


The following criteria are not a complete list but represent rather 
the major considerations that have a proved record for paying off well. 


1. Is the activity or operation in harmony with the objectives of 
the company and the department involved? Does it help achieve those 
objectives? 


2. Does the work under review really serve any worthwhile pur- 
pose when one considers cost, time, and other things? 


3. Is it being performed as economically as possible? 
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4. Is the proper kind of control information available at the right 
time to permit the best planning of operations and a follow-up to see 
that work was performed satisfactorily? 


5. Are individuals adhering to agreed policies and methods? 


Although none of those criteria is new, many of them are not 
used regularly in operations analyses and appraisals. But they should 
be the point of departure for every analytical study the internal auditor 
makes. 


It may be helpful here to show how auditors, controllers, assistants 
to presidents, and others concerned with operations analysis have actu- 
ally applied the criteria in some of their recent work. 

Doers tHe Activiry REatty BEeLonG? 


This fundamental criterion should not be overlooked if the analysis 
is to be built on a solid base. Although whole activities often cannot be 
completely eliminated, they frequently can be curtailed or combined 
with others. Let us consider the two following cases: 


Operating company-owned printing department. Recently mem- 
bers of an accounting department were discussing the preparation of 
new forms. One man asked why the company operated its own print- 
ing department to make internal forms. Later analysis showed that the 
services of the department were continually abused by requests for too 
many and too elaborate forms simply because everyone felt, “If we 
have a printing department, let’s use it.” When the matter was dis- 
cussed with operating executives, they agreed with the accounting 
analysts that the activity did not fit in with the basic objectives of the 
company. They therefore decided to abolish the department. 


Operating store-owned retail delivery service. Large retail stores 
have long discussed the problem of whether to operate their own deliv- 
ery service or employ an outside carrier. Basically, retail executives feel 
that the major objective of their store is to bring in the right type of 
merchandise and then run the store in a way that ensures the highest 
possible level of profitable sales. Although delivery is a necessary ser- 
vice, it is a specialized activity and dissimilar to the basic buying and 
merchandising functions. 
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Some auditors and controllers that studied their store’s own delivery 
service coricluded that management was not interested enough in the 
activity to give it the attention it needed. They also found that, because 
of management’s indifference, the activity did not get the quality of 
specialized skill necessary to operate it economically. As a result they 
recommended that the store’s delivery function be turned over to an 
outside service that had one major purpose and interest: delivery. 


Dors tHe Activiry Serve A WorTH-WHILE PURPOSE? 


Sometimes an operation may fit in with the company’s objectives 
but not be particularly worth-while. Take these two examples: 


Pricing maintenance inventories. Recently an auditor told me that 
he had been checking his company’s method of establishing unit prices 
for withdrawals from inventories of supplies and maintenance stores. 
He questioned whether it was worth-while to calculate average prices 
on many thousands of relatively inexpensive stores items. 


He explored the use of a standard or “last invoice” price for pricing 
withdrawals and discovered that it did not distort the expenses charged 
to departments or maintenance jobs. He concluded then that the extra 
work of computing average prices was not justified. Also, he knew that 
the clerical cost of that work was out of pocket and reduced company 
profits. The pricing method was an internal matter that did not affect 
profits. As a result of his analysis, the company is now using a standard 
price. 


This same kind of thinking about prices can be successfully carried 
further. For example, since the majority of transportation bills for 
inbound stores items are small, why go to the clerical cost of dividing 
up the amount of the bill proportionately over all the different items 
on the invoice and then including the small freight charge in the unit 
price of the item? It is far more economical to establish an amount 
below which small transportation bills will not be added to the unit 
price. The small bills can be charged to stores overhead and distributed 
with other expenses. 


Maintaining load data on shop equipment. In planning and sched- 
uling work, the manufacturing departments of some companies keep 
very detailed records of the work load ahead of each machine. Such 
records of course require a large amount of clerical effort. 


Members of the financial department in a pharmaceutical com- 
pany talked with manufacturing supervisors about the types of load 
data they were maintaining. They questioned whether such data were 
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needed on each piece of equipment. As a result of their discussion, shop 
operations were studied. It was found that they could be effectively con- 
trolled by maintaining load data on key or bottleneck equipment and 
departments. The simplification was achieved by merely challenging 
what was being done in terms of, “Is it really worth-while?” 


Is tHe Work Done EconoMIcALLy? 

Here the internal auditor or other analyst is apt to find his richest 
field for work simplification and cost reduction. The following case 
history shows some of the opportunities he can expect to find. 


Sales order handling, shipping, and invoicing. A vital activity in 
most companies is the work involved in handling sales orders, shipping, 
invoicing, and accounts receivable. A large food manufacturer, who 
recently decided to study these activities in his organization, found that 
the following procedure existed: 


1. Customers’ orders were received at branch sales offices where 
they were written up on the company’s own sales order form. 


2. The form was then sent to the head sales office in New York 


City where certain work was done on it. 
The New York office then prepared another form and sent it 
to the plant as a manufacturing authorization. 


4. When the goods were ready for shipment, the plant prepared 
the shipping papers for the customer and other internal uses and sent 
a copy of them to Chicago for preparation of the invoice. 


~ 


5. In the invoice department, the shipping papers were priced and 
extended and then re-copied to prepare the invoice set. 


6. A copy of the invoice was sent to New York City and posted in 
the accounts receivable ledger. 


After careful analysis, the following basic procedural changes were 
developed and installed: 

1. Each branch was given a supply of duplicating masters. Cus- 
tomer requirements were typed on this master form, which was then 
sent to the home sales office in New York City. 


2. New York added information to the same master form and ran 
off copies for its own use. 
4%. The master was then sent to the plant, which also added in- 


formation to it and ran off copies for the production planning depart- 
ment and for shipping advices for customers and the like. 
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4. After the order had been shipped, the duplicating master was 
forwarded to the invoicing department in Chicago where it was extended. 


5. Then invoices were run off from the master. One of them was 
sent to New York City and dropped in a file behind each customer's 
name to eliminate the posting of ledger sheets. When payment was 
received, the invoices were pulled from the accounts rceivable file. 


The elimination of three basic rewritings of the same information 
at the home office, plant, and invoicing department naturally saved a 
great amount of clerical money and time. Since processing time was 
reduced, customer requirements were handled more promptly. And as a 
final benefit, the new procedure sharply curtailed errors, which always 
creep in when information has to be recopied. 


This case highlights the importance of a proper approach to cost- 
reduction studies. Here the approach was broad. It encompassed a group 
of related procedural activities that crossed over the organizational lines 
of the sales, manufacturing, credit, accounting, and freight departments. 
The analysts achieved the maximum savings by looking at the clerical 
process as a whole and determining how the flow of work through every 
part of the process could be improved. If they had limited their study 
to the work within a given department, they would have saved less in 
time, money, and effort because the changes would have been confined 
more to methods and mechanics than to basic revisions in procedural 
steps. 


Is Controt INFORMATION AVAILABLE? 


One of the most important responsibilities of controllers and audi- 
tors is to help design procedures and reports that provide operating per- 
sonnel with the necessary control information. 


Analysis of Sales. A company making ornamental jewelry had a 
serious production problem because of untimely information on sales 
trends. Since the products were style items, it was impossible to forecast 
accurately the level of sales of each item. Regular accounting informa- 
tion on sales by product came through at the end of the month, but 
that was too late. 


To obtain the necessary information early enough, the company 
began to put each day’s sales orders on punched cards. Every day 
the punched cards were tabulated for the day’s orders and cumulatively 
by individual products and by territories to determine quickly the trend 
of sales appeal. With this timely information, the company could 
schedule production to meet heavy sales requirements without building 
up an inventory of unpopular sizes or styles. 
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Cost Standards and Budgets. Two of the best control mechanisms 
in most companies are standard cost plans and expense budgets. The 
internal auditor can render valuable service here by helping to sell 
operating executives on their value. But he must do more than point 
out the need for them. In many cases, he will have to do a real selling 
job to convince operating personnel of their usefulness. 


Two real and very basic benefits the auditor can cite to bolster his 
case are these: 


1. Cost standards and budgets help operating executives to think 
through their plans for the activities they direct and to decide how they 
will apportion the company’s funds. They also help the executives 
establish a fair cost for the work the department must perform. 


2. When executives and supervisors receive the operating reports 


showing the actual results of a period against the cost standards or 
budgeted items, they can immediately determine which departments or 
activities are costing more or less than planned. They can direct their 
attention to the organizational units that varied most sharply from 
the plan or standard. 


Once the auditor has sold operating executives on the need for 
standard cost and expense budget plans, he can help set up the struc- 
tures and procedures behind them. When these controls are in force, 
they will benefit not only the operating executives but also the mem- 
bers of the financial department, for they will give finance a sound basis 
for its subsequent analyses of operations. 


Are Ponicres AND ProcepuREs ADHERED To? 


Internal auditors, as a group, have always been most helpful in 
checking to see whether policies and procedures are being properly 
adhered to. However, they need not limit their scope to purely account- 
ing matters, as the following example shows. 


Variations from standard practice in a sales branch. A chemical 
company recently studied the operations of its sales branches and devel- 
oped improved practices, which were put into a manual and distributed 
to the field. The manual covered policies to be followed, procedures and 
forms to be used, and reports to be prepared. It also included a table 
showing the standard number of clerical workers allowed for varying 
levels of work load. Thus each branch could readily compute its allowed 
complement. 


When the manual was introduced, the branches were given assist- 
ance in converting their old policies, procedures, and forms to the new 
practices. 
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After several months, some of the branches reported to sales head- 
quarters that the staff allotted to them was not adequate to handle their 
work load. The sales manager asked a member of the auditing staff to 
visit each of the branches to determine the facts in the case. Everywhere 
he went, the auditor found the same story—branches either were not 
following the new procedures properly or were using them in conjunc- 
tion with some of the old procedures and forms. The auditor pointed 
out to each branch where and how it should change its practice. Upon 


his return he was able to tell the sales manager that his problem had 
been solved. 


Different things delight different people. But it is my delight to 
keep the ruling faculty sound without turning away either from any 
man or from any of the things which happen to men, but looking at 
and receiving all with welcome eyes and using everything according 
to its value. 


—Marcus AvuRELIUus. 








A TRILOGY ON INTERNAL AUDITING 
OF NON-ACCOUNTING OPERATIONS 


By H. C. M. COBB, D. |. MERINEY, H. E. FORBES 


The “Statement of the Responsibilities of the Internal Auditor” 
issued by Tue InstiruTE in 1947 contains the sentence, “It deals pri- 
marily with accounting and financial matters of an operating nature.” 
Since that time, more and more internal auditors have broadened the 
scope of their work to include constructive appraisal of various opera- 
tions which are not directly under the control of the accounting or 
financial management of their respective companies. Because of this 
definite trend toward expanding the scope of the profession’s responst- 
bilities, these three articles will interest all internal auditors. They were 
originally presented, as a group, before the New York Chapter of Tut 
INSTITUTE. * 


INTERNAL AUDITING APPLIED TO NON-ACCOUNTING 
FUNCTIONS 


By H. C. M. COBB 
Assistant Comptroller, Worthington Pump and Machinery Corp., Harrison, N. J. 


HE scope of auditing as applied to non-accounting functions differs 
widely, not only in different industries but also in different com- 
panies in the same industry. While a number of individual companies 
have apparently made considerable progress in expanding their auditing 
activities to non-accounting subjects, most of it seems to be confined to 
the oil and utilities industries. Even they have some ground to cover 
before anything like a complete audit coverage is effected. 


Internal auditing has come a long way in the past ten years, but 
I think it has still just put its foot over the threshold. One of the greatest 
difficulties has been the resistance by technical departments to audits 
by non-technica! people. They feel that non-technical auditors are step- 
ping out of their sphere and can contribute nothing by, an audit of 
something which they do not fully understand. 


However, we know that audits of non-accounting activities are 
being made. How are they being accomplished? Apparently there are 
four methods of approach: 


*Due to illness, Mr. Cobb was unable to present his paper and in his absence Mr. T. Quinlan, Works 
Comptroller of the Harrison plant of Worthington Pump and Machinery Corporation and a member of 
Tue Institute, read Mr. Cobb’s paper and participated in the general discussion. 
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(1) By the employment on the audit staff of people trained in the 
technical aspects of the business, who can talk on equal footing with 
the technical departments. 


(2) By the formation of a separate auditing group for technical 
subjects, possibly not even under the control of the auditing department 
but reporting to a vice-president of one of the technical departments. 


(3) By direct intervention of top management and insistence by 
them that audits be made with necessary technical help provided by the 
departments themselves. 


(4) The internal control approach. 


Let’s look briefly at each. In the case of (1), this is really for the 
bigger company and probably (2) can be put in the same category. 
Smaller companies couldn’t afford to have sufficient trained personnel. 
Big companies are practicing both forms successfully. The third method 
usually stems from a management discovering, by some means or other, 
that such auditing can be done by non-technical people. However, this 
is a difficult road and sometimes not too successful. 


The internal control approach is one means whereby the average 
company can get into the audit of technical subjects in an indirect man- 
ner. The basis for this approach is that the comptroller’s department 
is responsible for seeing that a proper system of internal control exists 
in all departments of the company, both technical and non-technical 
and, accordingly, it becomes the auditor’s responsibility to see that the 
internal control is kept in good working order. In the course of making 
any such review of internal control, it becomes necessary, of course, to 
understand a large number of the technical problems of business man- 
agement, to see that the department heads are exercising normal good 
business judgment and are carrying out the over-all policies laid down 
by the management. By such an approach an indirect entry into the 
audit of technical subjects is effected without considering it as purely 
a technical audit of the subject itself. It enables the auditor to look at 
the subject from the over-all standpoint of good business judgment, 
rather than from a purely technical standpoint. 


This is the approach we have tried to use at Worthington Pump 
& Machinery Corporation. The need for the auditing of technical depart- 
ments was demonstrated through audits of non-technical but related 
departments. A selling job was then undertaken, both by individual 
contacts and by talks to groups of department heads, to illustrate the 
value of making internal control audits of technical departments. 
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By now we have made internal control audits of the production 
control, purchasing, pricing and incentive system departments. The lat- 
ter will serve to illustrate our approach. This department is responsible 
for the setting of incentive rates for all work covered by the incentive 
system, the routine of work to the various production centers, and the 
development of new methods in cooperation with the tooling and equip- 
ment departments. 


The general scope of the audit of this group consisted of a review 
of (a) the establishment of rates, (b) basic standard data from which 
many of the rates are established, (c) the application of rates, (d) special 
allowances, (e) the routing of jobs to departments, (f) the establish- 
ment of methods changes and (g) an over-all review of the internal 
control existing within the department and between this department 
and related departments. 


The main directions in which the auditing activities were directed 
were as follows: 


(1) Reviewing the procedure laid down by central management 
to see that such procedure was being adhered to. 


(2) Seeing that all machine tool transfers and changes and 
changes in methods of operation were being promptly reported to the 
methods and standards department, so that incentive rates and record 
of method of operation and routing could be changed in the master files. 


(3) Examining the departmental control exercised over the setting 
of standards on short run operations. 


(4) Examining the control over factors requiring the use of judg- 
ment by rate setters and standards men, such as (a) operator perform- 
ance in rating, (b) weight and rigidity of castings, and (c) special 
allowances to compensate operators for unusual cunditions. 


(5) Examining the control over extra work necessitated by the 
defective performance of a prior operator, particularly with respect to 
penalizing operators for producing defective or spoiled work. 
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(6) Observing actual operations being performed in the shop, par- 
ticularly those operations being performed with carbide tools, to see 
that the standards assigned for those particular jobs gave effect to the 
same method of operation that was actually used in performing the job. 


(7) Reviewing the procedure used by the various departments 
when an operator did not agree as to the correctness of a standard. 


What, generally, have such audits proved? I think we can say this 
much; they have proved that there was a deficiency in internal control 
over many of these activities. They have shown management that too 
little emphasis was being put on internal control of technical opera- 
tions. As a result not only have many of the deficiencies been corrected 
but also management has instituted a program of inter-plant visits by 
technical personnel and a program of internal checking within the 
departments which is disclosing further avenues for improvement and, 
at the same time, providing opportunities for better control by super- 
visors. In addition, the knowledge that audits are being made has put 
everyone on his toes. 


It is very difficult, in audits of this kind, to point to specific sav- 
ings. In our company the indirect savings are known to be substantial; 
they were sufficient to initiate a change in policy. 


EXAMPLES OF APPRAISING NON-ACCOUNTING 
FUNCTIONS 


By D. I. MERINEY 
Assistant Manager, Audit Dept., Shell Oil Company 


Much has been said and much has been written about the scope 
of the internal audit. It was aptly defined in an article by Mr. Donald 
Jones in The Internal Auditor wherein he refers to the “old saw that 
we can all expect to go just as far as we are able and the top management 
will expect of us those things which it finds by experience we can best 
accomplish.” Trust and confidence in our ability to inspect and objec- 
tively appraise non-accounting functions is only won by demonstration. 
Once proven, we are then only limited by the ability and imagination 
of our own staff. 


The following are some examples of actual occurences which 
exemplify auditing of “technical” activities: 


In one case, studies had been in progress for an extended period 
covering various proposals for improving or relocating a river terminal. 
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In the meantime some of the existing facilities had become hazardous. 
Inadequate conditions at the plant were matters of record. They were 
known and were receiving consideration, but the wheels were moving 
slowly. It did not take a B.S. degree in engineering to recognize the 
hazard and the need for prompt corrective action. The auditors appraised 
the situation and brought it graphically to management's attention and 
in a way that achieved results. Snapshots were taken of the plant which 
drove home the seriousness of the conditions. These photos were im- 
printed in the audit report as illustrations of the text. 


In another instance the subject was a matter of pipe line tariff rates. 
Crude oil was being moved to an intermediate storage point where it 
was accumulated temporarily and then passed to a refinery as needed. 
The pipe line tariff provided for an economical through rate on the 
condition that the oil was not held more than a certain period in the 
intermediate storage tanks. In the routine of dispatching, the oil was 
being held too long at the half-way point; consequently, we were pay- 
ing for two separate movements—from oil field to storage and from 
storage to refinery—which added up to more than the through rate. 
The auditors noticed that considerable quantities of oil were on hand in 
intermediate storage and in the course of asking a few questions and 
satisfying a curiosity, they turned up the through rate provisions. The 
through rate provision wasn’t anything new and no doubt the condi- 
tion would have been corrected in time. But in the interim the company 
might have paid a considerable sum in excess tariffs if the matter had 
not been brought to the attention of those concerned at the time of the 
audit. The necessary operational controls were established so that all 
oil was re-shipped within the specified period and the company received 
the benefit of the minimum freight charge. 


During the course of another audit, it was observed that consider- 
able sums were being expended for equipment rentals. There was 
no question as to the propriety of charges or need for such facilities; 
however, the economy of this operation was undertaken as an audit 
subject. A comparative cost analysis to company-owned equipment was 
prepared for study. It was found that rentals paid within short periods 
sometimes exceeded the purchase price of such equipment. The opera- 
tional experts were consulted and the economic advantages of replacing 
rented with company-owned equipment, together with a study of re- 
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quirements, led to the purchase of facilities and the release of most 
rentals at a substantial saving to the company. 


In reviewing the subject of personnel and payrolls, excessive over- 
time, whether incurred in the office or in the plant, is properly a matter 
for audit review. Investigation is made as to the reasons for such over- 
time; they may include peak work, inadequate truck scheduling, under- 
staffing, and a multitude of causes. In some instances overtime pay- 
ments will cause inequities by comparison with supervisors’ pay. The 
presence and the causes of overtime are of concern to management and 
the auditor is often the medium for correction. 


The degree of employee participation in company benefit plans 
also falls within the scope of the audit; for instance, non-compulsory 
free medical examinations. The audit would determine the extent of 
participation—Are a reasonable number of employees taking advantage 
of the plan? If not, why? Have the benefits been adequately presented? 
In any event, it is a matter of interest to top management to know the 
extent of employee acceptance of plans to which they are devoting 
a great deal of time and effort and considerable expense. 


In another instance a considerable saving was realized by the com- 
pany through the investigation of the use of a patented process and 
apparatus. Royalties had been promptly and properly paid for an ex- 
tended period and in the interim a fully paid royalty purchase option 
provision was lost sight of. It was just one of those things that some- 
times happens. It was thinking beyond the accounting phases of the 
royalty arrangement that led to such questions: What is the estimated 
life of the plant making use of the patent? Has the plant capacity 
increased? Based on the factors disclosed, action was taken to correct 
a situation wherein the company might have paid four times the cost 
of the option. 


Adherence to safety policies, general plant conditions, housekeep- 
ing, and many operating factors are subjects common to our audit 
reports. We don’t pretend to be trained in engineering or technical 
matters but, when required, the experts can be called upon for advice 
and guidance. 


In auditing, top management has available a most valuable 
training ground for potential employees. Why then confine them to 
a limited scope when broad, over-all knowledge of a company’s opera- 
tions is what they are seeking in future leaders and executives. 
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THE AUDITING OF NON-ACCOUNTING SUBJECTS: 
TRAFFIC PROCEDURES AND OPERATIONS 
By H. E. FORBES 


Senior Auditor, Western Electric Company, New York 


The functions performed by the traffic organization of industrial 
and commercial concerns vary considerably. In some companies traffic 
organizations are merely advisory, in others they actually perform the 
receiving and shipping operations in addition to the normal function 
of prescribing methods of shipment, classification, etc. From the view- 
point of the internal audit, all traffic functions, as well as allied shipping, 
ordering and receiving functions which may influence the performance 
of the traffic organization must be considered because they all may affect 
the amount of transportation paid. 


Traffic work is highly specialized in that it requires a knowledge 
of common carriers, commodities, tariffs and laws prescribed by State 
and Federal regulatory bodies. The audit of traffic functions can, of 
course, be performed by adding traffic experts to the internal auditing 
staff. However, much can be accomplished by the non-specialist in 
testing the adequacy of the traffic procedures. 


Examples of test checks found most effective in making company 
traffic audits are: 


1. Yo what extent are the correct common carriers being used? 


The various methods of shipment falling under common carrier 
traffic regulations and listed in the order of the lowest prevailing rates 
to the highest are: 

Water 

Carload or Truckload 

Freight Forwarders 

Less than Carload (L.C.L.) or Less than Truckload (L.T.L.) 
Railway Express 

Air Freight 

Air Express 

There may be some special instances where the above sequence 
in rates may not hold true, for example, it may be cheaper to ship cer- 
tain commodities coast to coast by rail rather than by water after taking 
into consideration additional insurance, extra packing, additional local 
trucking and handling charges, etc. Rail and truck rates parallel each 
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other up to certain distances and between certain points of origin and 
destination. Accordingly, the tariffs of both should be examined before 
a selection is made. Freight forwarders make up carload shipments 
from L.C.L. and L.T.L. pickups and therefore are able to publish rates 
which are less than the normal L.C.L. and L.T.L. rates, particularly on 
long haul shipments. 


Railway Express, of course, moves on passenger trains and accord- 
ingly is faster than freight shipments. However, it is generally con- 
sidered a premium method of transportation. Air Freight and Air Ex- 
press are both premium methods of transportation which have become 
very popular within the last few years. 


Every effort should be made to select the carrier which will be the 
least expensive and will still meet service requirements. 


2. Are freight shipments being routed properly? 


The routing of freight shipments is important from the standpoint 
of expense as well as the time required to make delivery. If routing 
is not controlled and is left to the carrier or the shipper who does not 
pay the freight charges, the most economical or the most direct routing 
might not be used. In many instances, routings can be found where 
combination rates apply (rates via some town or junction) that are 
cheaper than through rates. 


3. Are correct freight classifications being used? 


All freight rates (water and land) are based upon a system of 
tariffs published for distribution to shippers and filed with State and 
Federal regulatory bodies. These tariffs are published by individual 
carriers or by tariff bureaus and consist of classification ratings and 
commodity rates supplemented by changes and by published excep 
tions. The selection of the wrong classification for a specific kind of 
shipment may result in unnecessary expenditures and also may result 
in the violation of the laws governing such shipments. Considerable 
experience and training is required to become proficient in the use of 
freight tariffs. Accordingly, the internal auditor, lacking such experi- 
ence, must of necessity confine his test checks to a comparison of the 
judgment of perhaps more than one experienced rate man selected 
either from outside or within the company. 


4. Are routing instructions and classifications kept up-to-date? 


Wherever such instructions are published it is imperative that they 
be kept up-to-date to reflect latest preferred routings and changes in 
classifications as well as latest increases or decreases in rates. This, of 
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course, will simplify operations and prevent subsequent complicated 
adjustments in transportation charges. 


5. Are shipments being combined and consolidated? 


In general the rate will decrease with the increase in the weight of 
the shipment. The consolidating of all the shipments on the shipping 
floor at one time presents a relatively simple problem. However, the 
sales organization and the ordering and purchasing organizations 
should be alert to see that quantities are shipped or ordered which will 
result in the most economical transportation costs and at the same time 
will not increase the company’s expense or investment. 


The use of through rates with stop-off privileges for unloading 
has been found to be economical wherever deliveries are required at 
points between the origin and final destination of the shipment. 


6. Are controls provided for restricting the use of premium methods of 
shipment? 


Any method of shipment which is more expensive than is actually 
required based on service requirements is considered a premium method 
of shipment. The use of express or air express when overnight truck 
or rail service will result in a quicker delivery at lower cost serves as an 
example. One effective means of combating this has been to set up 
stringent approvals for authorizing premium shipments. 


7. Are correct routings and F.O.B. points being specified on purchase 
orders? 


Showing the f.0.b. point on the purchase orders is important because 
this term designates the place at which the title to the property changes 
hands and determines, in the case of loss or damage to the shipment, 
which company is responsible for processing the claim against the car- 
rier. Material purchased f.0.b., point of origin, is the property of the 
purchaser during transit. Accordingly, he can exercise control over its 
movement or disposition during this interval. 


8. Are Bills of Lading correctly prepared and approved by responsible 
personnel? 


The common carrier acts as a bailee while the shipment is in his 
possession, and the bill of lading is a receipt that he has possession of 
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the material, Accordingly, it is important that it be properly signed and 
that it show the correct number of pieces and exact weight. An incor- 
rectly prepared bill of lading impairs the collection of loss and damage 
claims. 


9. Is the shipment properly described to permit the audit of freight bills? 


Some companies find it economical to audit their own freight bills, 
others use the services of commercial audit bureaus. In either case the 
shipment must be properly described either on the receiving report, 
purchase order or bill of lading so that the audit can be made of the 
various items contained in the shipment. Unless the weight of each type 
of commodity in the shipment is shown separately and properly des- 
cribed, the shipper may have a higher rate assessed than is warranted. 


10. Are packing methods adequate? 


Common carrier freight associations and government regulatory 
bodies have prescribed certain fundamental and specific rules for pack- 
ing which must be observed by the shipper. The failure to comply with 
such rules and regulations may be in violation of the law and at the 
same time may prevent the collection of loss and damage claims. 


11. Are precautionary handling markings used on delicate or fragile 
shipments? 


Common carriers are required by law to observe such markings 
when used. Claim agents will often decline the payment of the claim 
if such markings are not indicated on the shipping container. 


12. Are weighing facilities adequate? 


Both inbound and outbound shipments should be weighed to pre- 
vent overpayment of transportation charges. Scales should be inspected 
periodically and “receiving” organizations should be provided with ship- 
ping tolerances or limits of weight variation which will be acceptable 
without an adjustment in transportation charges. Variations of greater 
amount should be adjusted with the carrier. 


13. Are procedures for processing and filing loss and damage claims 
adequate? 


Common carrier liability is limited to the actual loss or damage 
caused by the carrier while the shipment is in their possession. They 
are not liable for loss or damage due to such causes as the following: 


(a) Acts of God—lightning, earthquakes, etc., including rioting 
and strikes. 
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(b) Acts of a Public Enemy—capture, seizure, arrest, etc. 


(c) Acts of Default by the shipper or consignee—such as poor 
checking, unsafe loading, or failure to file claim within nine 
months after delivery is offered. 


(d 


Defective Property—the tendency of iron to rust or other 
material to be affected by heat, cold, etc. 


It is important that common carrier liability be understood so that 
proper action can be taken to file valid claims in the event of loss or 
damage to a shipment and, at the same time, correct conditions which 
may result in loss due to the shipper’s negligence. 


14. Are formal routines issued covering claims procedures? 


It is important that proper routines and procedures be established, 
indicating the documents and other legal requirements for the filing of 
claims which will be acceptable to the carriers. 


The foregoing may serve to emphasize that certain phases of the 
traffic work can be included in the internal audit program to advantage. 


It will be a shock to men when they realize that thoughts that were 
fast enough for today are not fast enough for tomorrow. But thinking 
tomorrow’s thoughts today is one kind of future life. 


—CuRrRISTOPHER Mor .ey. 


INTERNAL CONTROL 
AND MACHINE ACCOUNTING 


By S. A. McADAMS 
Assistant Auditor, Oklahoma Publishing Company, Oklahoma City, Oklahoma 





Much of the “mystery” of machine accounting is removed by the 
realization that machines can eliminate only such manual tasks as 
would be termed “clerical.” They do not eliminate the accountants’ 
responsibility for the application of accounting principles to the prob- 
lems involved or for proving that the data produced by machines cor- 
rectly reflect the “source” information. 


HE need for internal control increased with the growth of industry, 
the keeness of competition, the necessity of long-range future plan- 
ning, and the needs of management. The same factors were responsible, 
also, for the development of machines to increase efficiency and speed 
in recording business transactions and in preparing reports for manage- 
ment. 


CHANGES CAUSED BY PUNCHED-CARD EQUIPMENT 


Early bookkeeping machines were developed and sold for the pur- 
pose of accomplishing one job. Typing, adding, subtracting and multi- 
plying were the first applications of machines. The latest development 
in machines is punched-card equipment. This relatively new method of 
bookkeeping has been responsible for important changes in accounting 
organization, personnel and procedures. 


CHANGES IN ORGANIZATION 


Organization of the accounting department is changed by adding 
the machine room as a sub-department, responsible to the controller 
for accounting records and reports. The machine room should be super- 
vised by a person capable of following accounting routines and directing 
machine operations. The machine room functions must be considered 
as a mechanical operation insofar as accounting is concerned and pre- 
determined manual controls must be established in view of that fact. 
The work performed in the machine room can eliminate only such 
manual tasks as would be termed “clerical.” 
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CHANGES IN PERSONNEL 


Machines will not replace technical employees of the accounting 
department and do not affect their responsibility for the application 
of accounting principles to the problems involved. They do not affect 
the clerical functions by eliminating otherwise manually kept or pre- 
pared subsidiary ledgers, journals, invoices, bank checks, etc. The 
accountants constitute what might be called the “control section.” These 
persons are charged with processing “source documents” by types of 
transaction and establishing controls against which the tabulating sec- 
tion of the machine room can balance “source cards.” 


CHANGES IN PROCEDURES 


Accounting routine must be changed to allow an economical and 
efficient schedule of machine time. Procedures must be developed which 
will provide the most reliable internal control even though personal 
observation of and contact with transactions is less frequent after “source 
cards” are punched and records and reports are prepared mechanically. 
It is important that “source cards” punched from information shown 
on “source documents” include all information which may be needed 
in constructing records and making reports. Once this information is 
punched, subject to control totals, it can be reproduced into any cards, 
insuring the same accuracy. It is unwise and costly to punch manually 
the same information into two or more decks of cards. 


COMMON USES OF PUNCHED-CARD EQUIPMENT 


Punched-card equipment is most commonly used for recording and 
analyzing sales, purchases and payrolls. 


SALEs STATISTICS 


In designing punch cards from which customers’ invoices are to 
be prepared, sales analysis should also be considered. Each commodity 
should be represented by a commodity code in order that sales statistics 
can be tabulated. Sales orders should be grouped and control totals estab- 
lished outside the machine room as a check against machine lists. 
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BiLLinc CusTOMERS 


Perhaps the most satisfactory method of billing customers is by use 
of a “Customer Master Card Deck.” Each customer is given a code 
number which remains constant. The code digits should represent some- 
thing more than just numbers. Customer type, discount class, and ter- 
ritory are examples of what can be included. The customer master cards 
indicate the customer’s name, street address, city and other recurring 
information needed when preparing invoices. By use of this deck of 
cards the customer sales orders are coded and control totals established 
outside the tabulating room. These orders are then routed to the key 
punch section where detail commodity cards are punched. However, 
instead of punching the customer’s name and address each time, only 
the customer’s account code number is punched. The total of the 
customer codes is checked against the predetermined control total. (It 
should be understood that each sales order will have two types of code 
number—the customer code and the commodity code. Control totals 
must be established outside the machine room for both types.) 


The source cards are then merged mechanically with the customer 
master cards by matching the customer codes. This being done, the 
invoices may be written on the tabulating machine. 


So far, I have discussed control of customer master cards and com- 
modity cards but have not mentioned control of gross billing, unit 
prices and commodity quantities. When commodity cards are punched 
from the sales orders, the extensions (quantity times price) have not 
been made and it therefore is not punched manually. The amount ex- 
tended is accomplished mechanically on the machine and the accuracy 
may be proved in the following manner: 


The cards are sorted first by type or class of commodity, the sorting 
machine being set to control on the commodity code number. After 
this operation, the cards are sorted by controlling on the customer 
code which is designed to identify customers by classes indicating price 
groups. This being done, the cards are in order to list or tabulate com- 
modities by price group. With this data, the extensions are made in 
total and such totals checked against the sum of the amounts billed to 
customers. 


RELIEVING INVENTORY ACCOUNTS 


In this procedure for billing customers’ accounts, it can readily 
be seen that the cards containing the quantities sold may also be used 
to record the quantity credits to finished goods inventories. While this 
is only one method by which products may be removed from stock, it 
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should constitute the greater portion, and control is maintained when 
the cards representing charges to customers are also used to credit inven- 
tories. Miscellaneous charges to customers should be classified and sub- 
jected to the same checking against predetermined control totals in order 
that the contra accounts may be easily identified. 


BrLtinc NEwspPAPER ADVERTISING 


Let me illustrate this method of control with regard to billing cus- 
tomers for newspaper advertising linage. 


Income from advertising represents approximately 65 to 75 per 
cent of the average newspaper’s gross revenue. The single newspaper 
copy represents the unit of production in which advertisers purchase 
space at published or contracted rates. Regular advertisers contract to 
purchase a minimum number of lines a year and under the terms 
of the contract are entitled to a rate depending upon the size of the 
annual commitment. In our company, we contract advertising for com- 
bination ads, which means that the advertiser may run ads in the two 
daily papers at less than twice the single paper rate. The ads in the two 
papers need not be identical. The total lines in the morning paper are 
billed in combination with the same number of lines in the evening 
paper during the period of one month. 


With the above information, let us consider the features of internal 
control over billing of advertising linage. 


One person in the “control section” of the accounting department 
measures the total lines in each edition and reports it to the linage 
clerk. Other clerks in the department measure and list the advertising 
by classes and by advertisers. Each total is reported to the linage clerk. 
If these totals agree, the lists prepared by the various clerks are delivered 
to the key punch room. A card is punched for each ad and the total lines 
shown on all cards is compared with the control totals. 


This procedure insures control of advertising lines billed, but we 
go further by giving each ad a code which indicates the type or class 
of ad, industry and salesman. This code punched in the billing cards 
provides a source of data for salesman commissions and linage statistics 
which represents the actual units reflected in sales and accounts receiv- 
able. The same cards are used to summarize advertising earnings by 
publication. 


RECORDING AND ANALYZING PuRCHASES 


It is our practice to establish control totals from vendors’ invoices 
of gross, discount and net amounts. The controls are prepared in the 
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“control section” of the accounting department and the invoices are 
delivered to the key punch room in groups according to discount dates. 
A master card is punched for each vendor and an identifying code num- 
ber is assigned. This number is written on each invoice along with 
the accounting distribution and the key punch operator punches the 
vendor number in each of the detail cards. Before checks are written, 
all cards for each invoice and vendor are accumulated and the net sum 
paid. 


PAYROLLS 


The accounting department can contribute considerably to the 
control of payrolls by furnishing department heads with the amounts of 
variations from standard. These standards are calculated for regular 
time, and changes which increase or decrease these figures must be 
properly authorized. Such departmental standards are adjusted each 
pay period for net changes. These changes are routed to the key punch 
room and the regular payroll cards are made to conform. Overtime 
hours are added and control totals are compared with the tabulating 
room totals prior to writing payroll checks. The same type of control 
is exercised over payroll deduction cards, which are changed only upon 
proper authorization. 


CONTROL BY CONTROL PERSONNEL 


Without discussing the application of machine accounting for cash 
receipts, cost records, budgets, general ledger, stores records and other 
types of business transactions, I hope I have impressed you with the 
importance of a well-organized “control section” of the accounting 
department. It is a responsibility of this section to prove that cards 
punched from source documents contain a transcription of those docu- 
ments. 


Honesty isn’t any policy at all; it’s a state of mind or it isn’t 


honesty. 
—EvuceneE L’Hore. 








A NEW FEATURE 
By F. A. LAMPERTI 


Editor of the Student's Department 


Wn this issue we are introducing a Student’s Department. We 
sincerely hope it will serve a useful purpose and become a per- 
manent feature of The Internal Auditor. 

On the theory that any one who isn’t a student “is progressing 
backwards,” we will try to make the Student’s Department valuable 
to all our readers even though a large part of the material will be 
selected primarily for the use and benefit of newer members of the pro- 
fession and of college students. 

The permanency of the Student’s Department will depend, more 
than anything, on our success in making it a mutual undertaking—one 
in which we all participate, exchange ideas and problems, and agree or 
disagree. Differences of opinion, if presented objectively, lead eventually 
to progress and better understanding. Therefore we urge all our readers 
to send in articles, questions, ideas and suggestions. No one gets more 
out of an undertaking than he puts into it. Try “putting something into 
the pot” and see how much fun and personal benefit you get out of it! 

For future issues, in addition to a short editorial designed to pro- 
mote discussion, we intend to have a contributed article or talk on audit- 
ing fundamentals and a Question and Answer Section from which 
every one can obtain a direct benefit. So send in your questions and 
we will do our best to get an answer from a qualified authority on the 
subject involved. 

Once again, the success of the Student’s Department depends on 
the interest that you show. Please give us your help. 


REMARKS 
By A. E. ADAMS 


Chairman of the Educational Committee 


We further our LNstrruTe purpose and preserve the texture of the 
protective fabric of internal auditing by the quality of our educational 
work. This separate section for students in The Internal Auditor makes 
it a better medium for this vital part of our job. 

You can help make this section another classroom for the future 
directors of our auditing programs by watching for training material, 
including illustrative cases, which will help you and us bring to life 
the theme of our INstiTUTE. 
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AN OUNCE OF PREVENTION IS WORTH 
A POUND OF CURE 


ODAY’S counterpart of the old family doctor is the “doctor of 
internal medicine.” He stresses the preventive features of his pro- 
fession and tries to keep one well. Hence, the annual physical checkup, 
anti-cold and flu injections, chest x-rays, diabetic test, etc., almost 
without end, and of course if one does get sick, it is his job to cure him. 


The internal auditor may well be considered the family doctor or 
diagnostician of his business. While it is his responsibility to detect ail- 
ments and prescribe for them, his primary function is to prevent those 
ailments as much as possible through his examinations, and keep the 
patient well by prescribing proper internal checks, controls, and efficient 
procedures wherever necessary. 


Prevention, whether it relates to fraud or inefficiency, is construc- 
tive, whereas detection, while important, is non-constructive. 


A doctor doesn’t just look at you and prescribe; he examines you 
in detail, and as a result of the examinations reaches his conclusions. 
Similarly, an auditor doesn’t just perambulate around and reach his 
conclusions. He must examine, check, and analyze—sometimes in great 
detail—before he is in a position to: (a) ascertain whether the records 
are reliable, and (b) evaluate and appraise a situation sufficiently to 
determine whether management’s policies are being carried out proper- 
ly and whether they are adequate to accomplish designated objectives. 


The doctor’s detailed knowledge of anatomy corresponds to the 
auditor’s knowledge of his business—its inter and intra departmental 
relations, functions, and objectives. The workings of the organs and 
various arterial, respiratory and nerve systems in the human body 
correspond to the methods, procedures, and policies of the organization. 
Each must function properly within its own sphere of responsibility and 
in its relationship to the other systems of the body, or organization. 


59 








60 The Internal Auditor 


This little discourse has as its objective the establishment of two 
simple fundamentals: 


1. The internal auditor must approach his responsibilities armed 
with a substantial knowledge of the workings of his company and its 
objectives as established by management. He should be prepared to 
reach his conclusions through a combination of intelligent observation, 
discussions with key personnel, and finally, but most important, exten- 
sive examination and analysis of his subject. 


2. While he must conduct his investigations at all times so as to be 


in a position to detect irregularities and possible fraud, he is more 
interested in the prevention of fraud by removing all possible tempta- 
tion. He must see to it that the internal controls and procedures are such 
as to promote efficient operations and, at the same time, be so arranged 
as to require collusion before any element of fraud may be effectuated. 


As a by-product, let’s all remember that, “A job well planned is 
half done.” 


SOME REMARKS ON INTERNAL AUDITING 
AS PRESENTED TO THE SENIOR CLASS IN BUSINESS 
ADMINISTRATION AT WAYNE UNIVERSITY 


By JOSEPH V. MENCOTTI 


General Motors Corporation 


I'd like to tell you first what Internal Auditing is, then tell you 
what type of individual the Internal Auditor should be. Before we 
begin, we will take up the matter of Control, generally. Then I believe 
we should clear up, for the purpose of today’s talk, some of the confusion 
which has resulted from the loose and interchangeable use of three 
terms: Internal Control, Internal Check, and Internal Auditing. 


Control, in its business connotation, is a tool by which Manage- 
ment is able to exercise the qualities of management throughout the 
organization. The number and type of controls introduced by manage- 
ment varies, of course, with circumstances. The most common Manage- 
ment Controls are the following: 


1. Supervision 5. Budgets and Appropriations 
2. General Accounting 6. Internal Control 

3. Cost Accounting 7. Internal Check 

4. Procedure Manuals 8. Internal Auditing 
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Each type of control has its own important part to play in the 
general scheme of management. Most of them interlock with the general 
pattern of operations to such an extent that they become an integral 
part of it. 


Let’s look at the three much abused terms—lInternal Control, 
Check, and Internal Auditing: 


INTERNAL CONTROL 


This is generally a definite part of the operating system, and is 
designed (primarily as a protective measure) to forestall fraud or other 
dissipation of company values. 


INTERNAL CHECK 


This is generally an integral part of a non-operating system. It is 
designed (primarily as a preventive measure) to bring to attention 
errors and fraud. 


INTERNAL AUDITING 


This is a separate and independent type of control. It is designed 
(primarily as an appraisal measure) to evaluate the effectiveness of 
all other types of control. 


Now we'll take a small business and fit these three Management 
Controls into the picture. 


Suppose we have a small retail dry goods store where all sales are 
written on sales slips, and: 


1. Customers pay for their purchases at a Cashier’s window. The 
clerk who makes the sale does not collect for it. 


This is Internal Control, since it is a part of the operating system 
and is primarily a protective measure. The clerk at the sales counter 
is not in a position to pocket proceeds from unreported sales. 

2. Individual items on sales slips are accumulated (perhaps for 
statistical purposes) in separate totals. For example, sales slips 
are run through in blocks of 100, and all handkerchief, necktie, 
shirt, and other sales are added up separately. Then the aggre 
gate of all of these individual sales is matched up with the 
grand total of the footings on the same 100 sales slips. 


This is Internal Check, because it is a part of the accounting pro- 
cedure and would bring to light footing errors in the sales slips. 
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3. Sales slips are checked for continuity and mathematical 
accuracy by a comptometer operator at some date after the 
consummation of the sale. 


This is Internal Auditing at the Departmental (or lowest) level, 
since it is independent of the operating system and the accounting rou- 
tine, and because it measures the effectiveness of both other controls. 


Internal Auditing is definitely a part of the Management structure, 
even though assigned duties and responsibilities in a particular com- 
pany may cover only the prevention and detection of errors and frauds. 
Such work is clerical in nature, and is typical of what was generally 
expected of the Internal Auditor about 20 years ago. At that time, some 
of the larger companies had staffs of traveling auditors whose duties 
and objectives were much broader in scope. This was necessary. It was 
necessary because top management was not able to exercise direct and 
personal supervision over the many complexities of the larger, more 
diversified enterprises. About all they could do was formulate policies 
and review and evaluate reported results. Reports submitted by sub- 
sidiaries, plants, branches, et cetera, played a vital part in the scheme 
of management, and had to be factual. It soon became apparent that 
this traveling auditor was in an excellent position to observe manage- 
ment’s policies in operation, and to keep management informed as to 
the accuracy of reports received from the field. These duties, then, were 
assigned to him. That about sums up the activities of the Internal 
Auditor in the large firm 20 years back. 


As the intervening years each presented more numerous and more 
complex problems, the smaller organizations began to make use of the 
tools employed by the bigger companies. This had to be. It had to 
because executives at all levels found it necessary to parcel out more 
and more of their responsibilities to subordinates for execution. This 
parceling created additional intermediate levels of management, and 
added to the need for independent and objective review and appraisal. 


Thus, we today find the Internal Auditor a safety measure against 
the drop in performance which always accompanies delegated responsi- 
bility. The factors which bring about this drop are human failings, such 
as misinterpretation of company policies or of instructions from super- 
iors, carelessness, procrastination, poor judgment, and the like. Manage- 


MR. MENCOTTI is an Assistant Supervising Auditor, General Motors Corpora- 
tion. Among other extra-curricular activities, he was the director of the public speak- 
ing classes conducted as a part of the company’s Leadership Training Program. Before 
joining the company in 1937 he was engaged in banking and in public accounting. 

Mr. Mencotti is a member of Tur Instrrute or Inrernat Avuprrors. 
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ment has also found it necessary to set up systems of internal con- 
trols to ensure that company assets are adequately protected, that gov- 
ernment regulations are being observed, that operating instructions are 
being followed, that the lines of communication from the top to the 
“firing line’”—and back—are unobstructed, and so on. These controls, 
and many others, exist in some degree in all businesses wherein any 
measure of responsibility has been delegated—regardless of size, product, 
or market. Each has an important part to play in the general pattern of 
management. 


Internal Auditing, as it generally functions today, is the overall 
control. It is the independent, non-operating agency which Management 
depends upon for the assurance that all other controls are functioning 
in the expected manner. In a nutshell, this is contemporary Internal 
Auditing at the point of greatest development. It is in this capacity 
that the term “Tool of Management” is applied. 


A cross-section of the varying degrees of Internal Auditing in use 
today would show definite slants toward two general objectives: 
1. Essentially protective 


2. Essentially constructive 


The basic elements of each are identical in that both use accounting 
as a sort of “home plate,” and both observe and report on features such 
as the following: 


1. Compliance with company policies and accounting and operat- 
ing procedures 

Compliance with civil regulations 

Effectiveness of, and operation of, controls 


Protection and quality of company records and values 


ae wm 


Accuracy and reliability of accounting and statistical reports 
6. Detection of fraud and error 


The constructive objectives, however, go far beyond this point, and 
require managerial thinking. The technical aspects of ordinary auditing 
become secondary in importance, even though still essential to effective- 
ness. Of prime importance is working knowledge of the methods and 
functions of the various departments or phases of the business. This 
would include purchasing, production, marketing, salvage, labor rela- 
tions, public relations, and credits—in addition to the financial aspects. 


These objectives are attained through constant sensitivity to the 
needs of Management, unremitting study of the company’s business, 
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and a perspective which is proprietary in nature. In other words, we 
must be quick to recognize what Management expects of us; we must 
be more than familiar with the company’s products, policies, and 
markets; and we must, above all, be “company men” who look at all 
problems from a “What would I do if it were my own business?” stand- 
point. 


So much for what might be termed the broader objectives. Let us 
now look at the organizational classifications of Internal Auditing today. 
These are four 

1. Departmental 
2. Staff 
3. Managerial 


4. Proprietary 


This is the part of the picture that is apt to be somewhat confusing. 
The confusion stems from the fact that the primary objectives, scope of 
activity, and requirements of practice differ for each classification. The 
comptometer operator checking the footings on sales slips is performing 
an internal audit function. An auditor, in pointing out to Management 
that his study has indicated that the addition of a Traffic Department 
should be given consideration, is also performing an internal audit 
function. Which, then, is the Internal Auditor? Obviously, the compto- 
meter operator’s function is essentially protective. It is equally oivious 
that the auditor’s recommendation is essentially constructive. Basically, 
both are functioning as Internal Auditors. And there is the source of 
the confusion! It is for this reason that we must examine the depart- 
menial, staff, managerial, and proprietary classifications individually. 


There are two things all have in common, each usually reports 
to the creating authority, and each usually operates within the areas 
of responsibility of the creating authority. 


Departmental Internal Auditing is usually concerned only with 
the operations of a single department or other minor activity. An 
example of this function is the typical Auditor of Disbursements. Usu- 
ally, he reviews each cash disbursement for propriety, authorization, 
support, and accuracy. His approval is considered sufficient basis for 
addition of signatures to checks without further review. He is usually 
appointed by the Comptroller or Accounting Supervisor with the dual 
purpose of maintaining a running check on the effectiveness of the 
controls protecting disbursements, and of relieving the check signers of 
audit duties. Payroll Auditors and Project Auditors are others falling 
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into this classification. Each operates within a particular sphere, and 
each reports to the executive responsible for that single activity. 


The second classification is Internal Auditing at the Staff level. 
Here the auditor is usually the appointee of the Vice-President in Charge 
of Finance, the Treasurer, or some other executive of similar rank who 
has jurisdiction over an activity which may be broken down into depart- 
ments or branches. Internal Auditing at the Staff level would comprise 
reviews of the accounting (but only the accounting), and reports to 
the executive in charge of that activity. Auditors reviewing sales 
branches and reporting to the Sales Manager are also performing at a 


Staff level. 


The Managerial Internal Auditor ordinarily is appointed by the 
President, Executive Vice-President, or other authority at that level. 
He is given a broad scope of activities, and is independent of all other 
management personnel below the stratum which appointed him, and to 
which he reports. He is concerned with all functions of the company— 
both operating and management. The Internal Auditor who pointed out 
that his company had now reached a volume of shipments where the 
savings, which could be expected through the operation of a Traffic 
Department, would more than offset the additional expense, was operat- 
ing at this level. 


There is not much difference between Managerial and the Propri- 
etary Internal Auditing. The Proprietary level usually differs only in 
that the appointment is made by the owner or owners of the enter- 
prise, and that the auditor’s reports are directed accordingly. In addi- 
tion, this auditor is independent of all strata of Management. 


That about covers the organizational part of the picture. Let’s look 
now at some of the functional types of audits. These fall roughly into 
three classifications: 

1. Continuous 
2. Feature 
3. Periodic 


Continuous audits are running reviews of particular types of 
transactions, and may be accomplished either before or after finaliza- 
tion of the transactions. The verification of the footings on sales slips 
by a comptometer operator is a continuous post-audit, since the sales 
transaction has already been consummated. The review of supporting 
data by a disbursements auditor is a continuous pre-audit because it is 
performed before the related check is signed and mailed. Continuous 
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audits are usually identified with the Departmental or Staff levels of 
Internal Auditing. 


Feature audits take up one phase of a general program at a time, 
the arrangement being such that overall coverage occurs at least annu- 
ally. These may be on a test basis, or may be complete reviews, depend- 
ing upon circumstances or requirements. The auditor who reviews 
cash receipts, then moves on to pay rolls, then perhaps receivables, or 
inventory accounting, is engaged in feature auditing. 


The periodic audit covers all features at one time, or at one visit, 
and is generally employed where operating and accounting activities 
are maintained at various locations, such as sub-plants or branches. 
These are not necessarily on an annual basis, and are usually handled 
by auditors operating at the Staff or higher levels. 


Next, we will take up the most important ingredient, the individual 
who is to carry out this work. 


Our experience has indicated that the ideal Internal Auditor is an 
individual comprised about as follows: 


1. Technical knowledge—25% 


2. Communication or expression ability—25% 


3. Human Relations—50% 


These are set down in the order of their availability to students. It 
is indeed unfortunate that the order of importance is the exact reverse. 
There is no question, however, that all are necessary. 


Technical requirements are a college education, preferably an 
accounting major, experience in public accounting or internal auditing, 
and a basic knowledge of business administration. This must be supple- 
mented by on-the-job study of methods and functions of the various 
departments of the company. 


The broadest of technical educations is worth absolutely nothing 
to an Internal Auditor who is not sufficiently skilled in self-expression 
to communicate ideas. Working papers must carry clearly defined word- 
pictures of situations encountered and work done. These must later be 
summarized in the formal report—using as few words as possible, but 
without losing any of the essentials. This requires a high degree of 
ability. 


It has been said that, as we travel the road of life, the only face 
we ever see is our own. That’s just a nice, poetic, way of saying that 
the other guy is going to react in exactly the way our approach dictates. 
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The whole philosophy of human relations is epitomized in that expres- 
sion! Perhaps you were surprised to find that so much importance is 
placed on ability to work with people. The executive who has “arrived” 
is not surprised—he got where he is through being able to understand 
people, because he would not have been in a position effectively to direct 
their efforts without this understanding. This ability to understand and 
to work with people is the direct result of the practice of human rela- 
tions. When we talk about human reactions, we are referring to scien- 
tifically proven facts. The practice is based on psychology, and not on 
inspirational reading matter—however necessary the latter might be. 
Proper human relations are used to bring about the desired human 
reactions. 


In contrast to the public accountant, the Internal Auditor is part 
of the company, and has the same interests at heart as the unit whose 
operations are being reviewed. He believes his recommendations are 
for the benefit of the mutual employer and wants to “sell” them to the 
local management. This is where good human relations are paying real 
dividends. This is where the big difference between the ordinary tech- 
nician and the capable auditor becomes apparent. Local management 
has the knowledge that the auditor has been on good terms with the 
personnel at the unit, and that his attitude has been helpful. This breeds 
confidence, and paves the way to an open-minded consideration of the 
auditor’s suggestions. 


Looking at it from the other fellow’s viewpoint, the auditor is a critic 
who has the advantage of hindsight. The auditor comes in six months 
after management made a decision which had to be made quickly. The 
auditor then examines and meditates upon both cause and effect. After 
due deliberation, he arrives at a conclusion concerning what that par- 
ticular part of management should have done. Of course his conclu- 
sion is faultless. How could he miss? He had the following advantages 
over the executive who made the decision: 


Hindsight 
Adequate time for consideration of all aspects 


Greater overall knowledge of the company as a whole 


> FPS 


Immeasurably broader experience—often with the benefit of 
having previously encountered a like situation. 


Now the individual subject to criticism knows this. He is fully 
aware of the auditor’s advantages. So is the auditor. Nothing but good 
human relations on the part of the auditor is going to bring about a 
constructive discussion. This situation, properly handled, will serve to 
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increase the mutual respect of the principals. If handled without regard 
to the feelings of either party, much damage is done, because the execu- 
tive believes his employer has lost (or will lose) faith, and the auditor 
has placed his ability to get future cooperation in jeopardy. Who really 
loses? The company loses, because the executive’s confidence in his 
employer and in the exercise of his own judgment has been shaken. 


This is only one of a thousand types of contacts our men have daily. 
Each must be handled in the best interests of the company, and each 
must leave a good taste in everyone’s mouth. This is the heaviest burden 
the Internal Auditor has to shoulder. 





Cooperation—not buck-passing or jealousy. The realization that in 
a job well done there is plenty of credit for everybody . . . that inversely, 
if a job is poorly done, nobody can avoid his share of the blame . . . that 
the interests of labor and management are the same—not opposed .. . 
that through such cooperation, we can best serve our customers. . . and 


finally, that none can progress ‘til his successor is trained. 


—Morton L. Crark, Artkraft Sign Company. 


REPORT ON THE 1950 SURVEY 
OF INTERNAL AUDITING 


By H. C. M. COBB 
Assistant Comptroller, Worthington Pump and Machinery Corp. 


This report was given by Mr. Cobb, Chairman of the Committee on 
Internal Auditing Principles and Practices, before the membership at 
the 1950 Annual Conference. The Conference report is followed by a 
brief summary of the future plans of the Committee. 


have been asked to make a few comments on the Survey of Internal 

Auditing which was originally mailed to our members last May. 
As you will recall, the purpose of this survey was to make a start 
in our research program by trying to ascertain from business con- 
start in our research program by trying to ascertain from business con- 
cerns throughout the country the present day status of internal auditing. 
In that connection, we were not satisfied to get this information only 
from our own members, but we also selected a number of concerns 
outside of the membership which we felt would round out the repre- 
sentation or various business classifications. In all, about two thousand 
surveys were sent out, representing 1,250 companies—1,061 of these 
were member companies and 189 were non-member companies. 


The difference between 1061 member companies and our member- 
ship of 2,000 represented requests sent to those members who would 
not necessarily return a complete reply for their own company—in 
other words, those cases where there were several members in one com- 
pany. These replies, however, will be used in the tabulation of Part II, 
Opinions and Plans for future changes in your Internal Auditing 
Organization, and part III, Suggestions for Improvement of INstrruTE 
Service, which w2 hope will be helpful and useful in the future admin- 
istration of Tue INstITUTE. 


For our present purpose, I do not think we need to concern our- 
selves with Parts II and III. Part II represents rather a difficult analysis 
job, as you can well understand. We have received so far all kinds of 
different suggestions and we are going to defer the tabulation of the 
answers on that particular section. Part III is in the process of sum- 
marization and, of course, will be used by Tue Institute office, and 
its officers. 
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As was mentioned in the formal report of the Committee, we 
received replies from 200 companies. We found this rather disappoint- 
ing in relation to the number that were sent out. However, replies 
from some industries were quite good. In fact, we now have sufficient 
information on certain industries to come out with something fairly 
authoritative. The best of the industries were the oil industry, trans- 
portation (which includes the automotive industry), food and kindred 
products and the utilities. 


The basis for sending out the surveys and tabulating the replies 
by industry was a new industry classification made up partially from 
the Securities Exchange Commission classification, partially from the 
Department of Commerce classification and a little thinking of our own. 
It is divided into several groups. Manufacturing is one large group— 
under that you will find beverage industries, building equipment, chem- 
icals and allied products, communication equipment, drugs, medicines, 
foods and kindred products, and many others. 


In other groups, there are retail and whoesale trade, amusements 
and recreation, banks, construction, credit and financial institutions, 
educational and charitable organizations, insurance, mining, govern- 
ment and state agencies, real estate, transportation, utilities and miscel- 
laneous—in all a very broad segment of industry. 


In addition to selecting companies reporting to the SEC, our survey 
includes a number of major non-listed companies; (such as Ford Motor 
Company) where the company represents an important element of the 
entire industry. Thus the basis for judging our returns by industry has 
been this combined basis of total companies reporting to the SEC plus 
the major non-listed companies; we feel that this will give us a close 
approximation of what the total of an industry would be—so that we 
may judge whether or not we have a reasonable cross-section. 


Although we do not have a complete tabulation of all surveys so 
far received, Tue INstiruTE staff and the Committee have tabulated, 
on an over-all basis, some of the more interesting points in the survey 
to give you an idea of what may be expected as to the results of the 
survey. In addition to that, we have prepared what we call a median 
company. This median company is taken from the oil industry on which 
we received a good return. 


Incidentally, we had a little discussion as to what a median com- 
pany was. Frankly, I was not any too sure, but it apparently is based 
on an average midway on a numerical basis, without giving any weight 
to the size and volume of the various companies involved. 
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Of course, one of the more important questions in the survey was 
Question 1. It would not be feasible to give you a complete tabulation 
of the results of Question 1-a, which is the question asking for the 
activities or major functions audited. It is interesting to note that in 
question 1-b, which concerns activities which were not audited—that 
replies indicated that items which were not usually audited were Sales, 
Purchasing, Taxes, Executive Payroll, Production, Personnel and 
Legal—and there were a number of others, too. 


Another point of interest is that a number of companies indicated 
they were auditing Budgets and Forecasts. I think that is quite interest- 
ing to see that an increasing proportion of companies are now getting 
into this important field. 


Now, as to the old bug-a-boo that we all hear of so often—how 
many auditors should a company have? You may have heard that one 
auditor to a thousand employees is a good ratio; from what we can 
see so far that may be rather close on an over-all average basis. Actually 
from the returns that we have, it has worked out to about one to every 
twelve hundred. Of course, the ratio varies widely between industries 
because of the special requirements of each industry; but over-all it 
has worked out pretty closely to the one to one thousand rate. 


On the question “To whom does the internal auditor report?” by 
far the largest percentage named the controller, then followed the trea- 
surer, vice-president in charge of finance, and president—in that order. 


There were many others—one auditor reports to the Board of Directors 
of his company. 


Another interesting point was the focusing of the attention of the 
internal auditor on internal control. The question was—Is your atten- 
tion, as an internal auditor, focused mainly on the maintenance of a 
strong internal control system?” To that, about 80% answered “yes.” 


Another item of particular interest to me was how the auditors 
meet with the audited organization; the majority of the replies indicated 
that they met with the audited organization at the conclusion of the 
audit to discuss findings. This is what we are looking for—to discuss 
accounting and operating problems on a business basis. It used to be 
said, “Here is the auditor coming in and he is going to check up on us 
again.” That is apparently a thing of the past, and I think the change 
is very welcome. 


We had to limit the time for return of the surveys in order to have 
some information for this conference. Putting a time limit on the return 
of the surveys probably has prevented us from getting a better return 











72 The Internal Auditor 


than we did—so that now we are going to ask those who have not sent in 
their returns—please to do so. 


After all, this is your project. The benefit that you will get out of 
it is in direct proportion to what you put into it. There are many com- 
panies who have spent much time and effort in answering this survey. 
It seems a pity that some industry results should be spoiled because 
there may be a few companies in an industrial group who have not 
answered. These may make the difference in some industries that will 
mean the completion of a successful project. 


To those who have participated, I want to thank you all now for 
your efforts in filling out and sending these surveys to us, and I ask 
your indulgence for a short time longer before we can complete the 
summary of results. It will certainly be a project for the coming year— 
at least to complete the results by industry—and to get something in 
your hands which will be of use and interest to you. Before I get off the 
platform I would like to say “thanks” to all of the members of the com- 
mittee who worked with me and to the officers, the directors and the 
national office who helped so much. 


FUTURE PLANS 


One of the things that was considered by this committee last year, 
and is still receiving our further consideration, is that of the future 
direction of our research program. The first and most important item 
will be the analysis of the results of the survey. It has been gratifying to 
see, since the appeal in Atlantic City, that efforts have been made by 
the chapters to get in more returns on the survey and that their efforts 
have been successful in the slow but steady stream of surveys received. 
As you can well appreciate, the job of analyzing and compiling sum- 
maries of the surveys will be quite a task and so we ask the indulgence 
of the members for a while until we can complete this part of our 
assignment. 


Another direction of research has been to consider the necessary 
steps in arriving at what we have been bold enough to call minimum 
audit coverage. While this part of the over-all program has not been 
crystalized, we have been considering the following steps: 


(1) the publishing of the results of the survey. 


(2) the starting and the building of research files by industry 
which would include the collecting of various material on 
auditing in various industries. 


(3) the collection and studying of audit programs and manuals. 
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(4) the culmination by the Educational Committee of their efforts 
in sponsoring, on behalf of Tue Instirure, suitable courses 
on Internal Auditing. 


(5) selective surveys on specific subjects. 


(6) a study and consideration of minimum audit coverage of 
specific subjects and functions. 


While these two projects are, of course, only a part of the over-all 
research program, it would, of course, be of help and interest to us to 
receive comments from anyone who would care to do so. 


Opportunities do not come with their values stamped upon them. 
Every one must be challenged. A day dawns, quite like other days; in 
it, a single hour comes, quite like other hours; but in that day and in 


that hour the chance of a lifetime faces us. 


—MAtrtTsie Bascock. 












































ARTICLES OF INTEREST 
TO INTERNAL AUDITORS 
BRUNO VOLLPRECHT, Assistant Editor, directs 


attention to the following Articles of Interest 


Subject: The Essence of Control: What It Is and Who Does It 
By: EDMUND F. FITZMAURICE, Director of Methods Planning, General 


Foods Corporation 
Published in The Controller, November, 1950 


In a paper presented at the General Foods Conirollers Conference, 
Mr. Fitzmaurice, who has had wide and varied business experience 
in sales, production, accounting, and administration, offers his con- 
cept of ‘control and reduces it to its simplest terms; what it is and 
who does it. Some business managers are of the opinion that within 
their own businesses they have too many controls and too little con- 
trol. The author contends that we should examine our present con- 
trol systems, evaluate them in the light of what we have against 
what we think we have and then proceed to devise more valid 
systems of control. 

As a fundamental, Mr. Fitzmaurice points out the dichotomous 
relationship of control and delegation of responsibility, what needs 
to be controlled and who is responsible for controlling. Effective 
ges can only be instituted if the one is tied in securely with the 
other. 


Some fifty years ago and still holding true today, Henri Fayol, a 
French industrialist, defined control as follows: 

“The control of an undertaking consists of seeing that everything 
is being carried out in accordance with the plan which has been 
adopted, the orders which have been given, and the principles which 
have been laid down. Its object is to point out mistakes in order 

that they may be rectified and prevented from occurring again.’ 

To Mr. Fitzmaurice the key word in Fayol’s definition is “mistake” 

which indicates people and not things. Therefore, in essence, control 
deals with people, reviewing and analyzing their performances. 
In every large business today, work has been delegated a hundred- 
fold and the owners must know whether the work delegated is being 
done satisfactorily. In other words, responsibility is distributed down 
the line, with each person responsible for effective execution of as- 
signed tasks. Moreover, the person who delegates responsibility 
must still control it because he is responsible to his boss for the per- 
formance of the person to whom he assigns a task. In this chain of 
responsibility, any tool of control whether it is in the form of reports 
and statistics or in the form of personal observation looms of great 
importance. It can readily be seen that this relationship between 
responsibility and control is so close that control needs can be best 
determined by studying responsibilities. 

As a last thought, the author emphasizes the need for keeping con- 
trols up-to-date. The movement of personnel within an organiza- 
tion and the difference in personalities involved, with resulting 
changes in what has been delegated, render established controls 
ineffective. Here, again, the emphasis is on people and their per- 
formance and any established control system must be modified with 
a change in assigned tasks and discharge of duties. 


In this comprehensive paper, Mr. Fitzmaurice defines and limits 
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the subject of business controls; his concept of control stresses the 
dual relationship between control and responsibility and how the 
control is dependent upon the nature of the responsibility. His 
cogent discussion is both timely and of vital interest. 


Making Human Relations Work 
ELIZABETH and FRANCIS JENNINGS, Consultants in Human 


Relations, Elizabeth Jennings Associates, Inc. 
Published in the Harvard Business Review, January, 1951 


In this thought-provoking article, Mr. and Mrs. Jennings contribute 
much to the subject of human relations concerning management 
and workers. Serious consideration is given particularly to problems 
in human relations concomitant with the era of mass production. In 
their approach to the subject, the authors have drawn upon their 
extensive and varied experiences in personal and job counselling 
work to illustrate with actual problems and to back up with case 
histories their theories. 

At the outset the authors emphasize the need for a common under- 
standing between workers and management and the establishment 
of certain principles of human relations which will help to formu- 
late and to guide action. In the past a failure to recognize the 
basic needs of the human personality, as evidenced in the old 
concept that workers must be what management wants them to be, 
is an indication of this lack of understanding. A change in attitudes 
has been effected through management's techniques of evaluating 
people and workers’ voluntary cooperation. 

In developing the crux of the matter, the authors concern them- 
selves, in the main, with the interaction between workers and 
management and the forces at work upon the minds of individuals 
which bring about a certain situation. Such phrases and terms, 
encountered in the psycho-social realm, as multiple loyalties, incon- 
sistent honesty, fear of authority, hollow-praise and destructive 
blame when translated into actual experiences take on new mean- 
ings and attest to the significance of the human personality. A 
different type of force at work can be best described as conflicts 
within the individual personality such as self-effacement as against 
individual progress. Resolving these conflicts is attendant with in- 
creased productivity. 

The ideal situation, according to the authors, is one where the 
worker is perfectly integrated in his environment, where the worker 
is aware of a sense of responsibility, and where he is given oppor- 
tunities of work satisfaction. The realization of this aim can be best 
achieved by the voluntary cooperation of the workers themselves 
and by enlightened management. In this effort management can 
contribute by studying any problem situation as a whole rather 
than in its isolated details, by collecting all the facts, and by a 
mutual exchange of ideas and experiences. 

Mr. and Mrs. Jennings have delved deep into the complex relation- 
ship of people to each other within a particular environment. Con- 
crete and specific problems characterized by recognizable behavior 
patterns have been singled out for analysis and possible solution. 


Subject: Choice of Inventory Methods Depends on Specific Needs of Each 
Business. 
By: MAURICE E. PELOUBET, C.P.A., Partner: Pogson, Peloubet and 





Company. 
Published in The Journal of Accountancy, January, 1951 


In a paper recently read at an accounting conference held at 
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Rutgers University, Mr. Maurice Peloubet, who has written exten- 
sively on accounting subjects, describes the most widely-used meth- 
ods of inventory valuation; he discusses each method, how and 
where is can be applied, and why the selection of a particular meth- 
od depends on the needs of each business. He stresses the fact that 
during the last forty years the changes in the nature of business 
enterprises have brought about changes in attitudes towards the 
whole problem of inventory valuation and how the nature of a par- 
ticular business creates an inventory situation different from other 
businesses. 


At the outset, the author points up the fact that the varied com- 
plexities of business preclude the use of one inventory method which 
could be applied to all the different types of industries and business 
activities. He re-states the aims of inventory accounting and the fact 
that the correctness of the income account is considered more impor- 
tant than the current valuation of the balance sheet items. To this 
end, the choice of an inventory method should be one which will fit 
the peculiar needs of the business and one which will give as 
accurately as possible an account of the income and operations for 
the period. 


Continuing his discussion, the author enumerates the following in- 
ventory methods and then describes in detail each method and rami- 
fication thereof together with the business situation where applic- 
able. He indicates also which method is not permissible for tax 
purposes. 


(1) Identification of specific item or lot 

(2) First-in, first-out method 

(3) Average method 

(4) Last-in-, first-out method 

(5) Retail method 

(6) Market price less cost of disposition 

(7) Normal stock method 

(8) Standard cost 
Most interesting and apt are his comments on Lifo as an account- 
ing procedure and its feasibility in merchandising. Where Lifo is 
appropriate, it comes closer than any other method in the match- 
ing of current costs with current revenues. 
In this comprehensive paper, Mr. Peloubet describes and reviews 
methods of inventory valuation stressing the accounting and tax 
aspects. His observations on this subject, of vital importance to all 
members of the accounting profession, are both acute and timely. 


Subject: Ratio Analysis Calls for Internal Standards 


By: GEORGE W. FRANK, Instructor in Cost Accounting, Wharton 
School of Finance and Commerce, Philadelphia, Pa. 


Published in the N.A.C.A. Bulletin, December, 1950, Section | 


In his introductory remarks, the author points out that ratio analy- 
sis as an investigative process, has suffered in the past in that it was 
mainly intended for use by outside analysts, the potential credi- 
tor, or the prospective investor. Mr. Frank, in this informative 
article, purports to show how ratio analysis can become a valuable 
tool of management in implementing financial and cost control. 
By using selected ratios, internally constructed, it is possible, the 
author contends, to set up standards to control receivables, inven- 
tories, fixed assets, capitalization and business profits. 


In presenting his views, he emphasizes the fact that management 
can use ratios to more advantage than the outside analysts; manage- 
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ment has possession and access to complete data and has knowledge 
of the attendant circumstances. Moreover, in the process of judging 
ratio levels with standards set, management can determine the rea- 
sons for any deviation or variation. 


Continuing his discussion, Mr. Frank states that he is more con- 
cerned with the ratios which amplify an overinvestment in assets, 
lack of capital and insufficient profits. Such ratios, indicating the 
condition of a business and efficiency of operations, are as follows: 
the current ratio, receivable turnover, merchandise turnover, sales 
to fixed assets, net worth to fixed assets, net worth to debt, sales to 
net worth, net operating profit to sales, gross profit to sales and indi- 
vidual operating expenses to sales ratios. Each ratio selected for 
illustration by the author is discussed fully—how it is derived and 
how it can be of use to management. 


Mr. Frank then proceeds to stress the development of internal 
standard ratios and their eventual effective use as a means of com- 
parison with ratios derived from figures of current operations. 
Internal standard ratios—once set up and revised when conditions 
warrant — can be used to measure how much the ratio based 
on actual figures departs from the standards. Viewed in this light, 
the author points out, the internal standard ratios can supplement 
the budgeting process and can provide further tests. 


In conclusion, the author construes ratio analysis as a process of 
investigation. Not only is a comparison made between the actual 
ratio and the internal standard ratio but also ratios are compared 
to each other. Full and effective use of ratios presents management 
with a more complete picture of the operations of a business. 


Mr. Frank, in this paper, has discussed the subject of ratio analysis 
as a means of comparison and how it can implement management's 
financial and cost control. The thoughts expressed by the author 
are illuminating and comprehensive in scope and the ideas expressed 
should be useful to those who have not given the utmost considera 
tion to the process of ratio analysis. 


Subject: Aid to Clients in Their Compliance with Defense Emergency Measures 
By: SIDNEY W. PELOUBET, C.P.A., Partner: Pogson, Peloubet & Co. 
Published in The New York Certified Public Accountant, January, 1951 


In a paper presented recently at a technical meeting of the New 
York State Society of Certified Public Accountants, Mr. Sidney 
Peloubet describes succinctly and reviews some of the defense 
measures, i.e., emergency controls, now in force. A special feature 
of this article is a summary of measures now in force under the 
various government acts together with the addresses of government 
offices supplying upon request copies of the regulations and direc 

tives. 

At the outset the author cites the Presidential order whereby all 
businesses selling goods must keep and save records for the period 
May 24 to June 24, 1950. Also mentioned are the Federal Reserve 
Board Regulations, V, W, and X. The National Production Author 

ity Directives and Orders are then listed with brief descriptions of 
each. As to the directives emanating from the N P A, Mr. Peloubet 
observes that new ones are being issued all the time, and they pur- 
port to meet current problems rather than to establish a pattern or 
program. 


Continuing his discussion, the author examines some of the provi- 
sions of procurement contracts. He defines concisely each of the 
four different types of contracts, and, in the light of his interpreta- 
tion and experience, points out how the public accountant can help 
his clients who have defense contracts with the government. 
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Lastly, the author comments upon some of the auditing aspects of 
renegotiation and termination of contracts. Especially pertinent are 
his remarks concerning the segregation of sales as between renegoti- 
able and non-renegotiable sales and the segregation of costs applic- 
able to sales made to the government. 

In this paper, of vital and current interest to all auditors, Mr. 
Peloubet has presented in terse form some of the emergency con- 
trols now in force. His observations and suggestions are both timely 
and valuable. 


Subject: Recent Statements Show New Techniques in Annual Reporting Are 
Being Widely Used. 


By: JOHN B. INGLIS, C.P.A., Partner: Price, Waterhouse, & Co. 
Published in The Journal of Accountancy, December, 1950 


Mr. John Inglis, a member of the committee on accounting pro- 
cedure of the American Institute of Accountants, outlines in this 
article some of the changes in the form and language of corporate 
financial statements which have appeared since the end of World 
War II. The motivating purpose of these new techniques is to make 
the statements easier to understand and to eliminate some of the 
conventional accounting terminology. 

At the outset, the author states that management realizes that 
the year-end balance sheet and the results of operations for a year 
do not provide adequate information for the stockholder. Financial 
statements must be supplemented with statistical information. The 
fact that so much interest is shown in corporate results by different 
groups of people has spurred management to improve annual re- 
ports. 

The author then describes the changes in form of the balance 
sheet, the re-arrangement of assets, liabilities and capital and the 
possibility of mew statements. He cites companies and describes the 
statements they issue, showing how details are presented. More- 
over, he has observed the avoidance of technical language and the 
defining of accounting terms. 

Income statements have also been subjected to changes. According 
to the author, the most noticeable trend is the omitting of subtotals 
in the ladder form of income statement which tended to confuse. 
Costs of operations are being shown in more detail including wages 
and pension plans. Increased use of combining the income state- 
ment and surplus is being made, especially when there are a num- 
ber of factors affecting surplus. Noteworthy also is the fact that 
when comparative techniques are employed, comparative figures 
covering a period of five to ten years are shown. 

As for language used, the author feels that the most misused word 
is surplus. To different people it means different things: Mr. Inglis 
advocates using some such term as “accumulated earnings”, “earn- 
ings retained in the business” or “earnings reinvested and em- 
ployed.” Some headway has been made in finding substitutes for 
Earned Surplus and Capital Surplus and replacing them with more 
descriptive terms. 

In conclusion the author points up the fact that the professional 
accountant has the opportunity to help the public by devising 
financial statements which are readily understood and to the point. 


Subject: Scientific Method for Auditing 
By: LAWRENCE L. VANCE 


Published by the University of California Press 


The sub-title of this book is the “Applications of Statistical Samp- 
ling Theory to Auditing Procedure”. This descriptive title indicates 
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fairly well the contents of the book. The extension of modern statis- 
tics to the drawing and interpreting of auditing samples provides 
the auditors with an objective means of determining the extent of 
his test checking and the validity thereof. Tables of probability are 
supplied in the text. 

(108 pages—Price $2.50) 


Subject: Audit Working Papers 
By: MAURICE E. PELOUBET, C.P.A., Partner: Pogson, Peloubet & Co. 
Published by the McGraw-Hill Book Company 
A practical and valuable guide for use by accountants in auditing 
assignments. Special features include a set of illustrated working 
papers providing basic information for porate comprehensive 
reports to management, to stockholders, to S. E. C. and other regu- 


ulatory and governmental bodies. 
(508 pages—Price $8.50) 


When thou hast been compelled by circumstances to be disturbed 
in a manner, quickly return to thyself and do not continue out of tune 
longer than the compulsion lasts; for thou wilt have more mastery over 


the harmony by continually recurring to it. 


—Marcus AvuRELIUs. 














Publications of The Institute of Internal Auditors 


Increasing the Usefulness of Internal Auditing 


ADDRESSES Presented at the 
SIXTH ANNUAL CONFERENCE OF THE INSTITUTE — 1947 


SUMMARY of recent dening Soape and usefulness 
A ific phases of the 
fo 








trends showi 

of internal Auditing. Individual ~ : 
lowing general themes—Recent Developments in internal Auditing, re- 
Appraisal of the Systems of internal Control, and case histories of special 


anagement Service. Price $2.50 


Internal Auditing in Industry 
Edited by VICTOR Z. BRINK and BRADFORD CADMUS 
presentation of the specialized internal control and internal euditing tech- 


niques applicable to a range of selected industries, such as petroleum, 
insurance, motion pictures, banking, utilities. 
Price $5.00 








Internal Auditing Philosophy and Practice 


Edited by CHARLES J. FUE 
PAPERS PRESENTED During the 1942 - 1943 season of THE INSTITUTE 


iS volume comprises six parts: |. Internal Auditing Techniques, II. Internal 
Auditing and Management, Ill. Internal Auditing end Public Accounting 
1V. Internal Auditing o the Securities and Exchange Commission, V. Internal 
Auditing and Wartime Problems, and Vi, Internal Auditing and the Future. 





Managerial Control Through Internal Auditing 


Prepared by the Research Committee of 
THE INSTITUTE OF INTERNAL AUDITORS 


ODERN Internal Auditing lies in the area of management control. This 

IM concise volume hes been published to guide business management in 
© utilization of its internal auditing staff; how, as a tool of management, 
modern internal auditing has progressed far beyond the arithmetical verification 
of accounts, records and financial statements; how it has become a complete 
intre-company financial and operational review embracing perfection of the 
system of internal control and reliable assurance of adherence to the standards 


cf performance. Price $2.00 


Order any of above publications from your favorite bookseller or directly from 
BROCK and WALLSTON, Publishers, 39 Atlantic St., Stamford, Conn. 








Other Publications on Internal Auditing 


INTERNAL AUDITING—by Victor Z. Brink 
A text and guide book to Internal Auditing 
Ronald Press—15 East 26th Street—New York 10, N. Y. 


INTERNAL CONTROL STANDARDS AND RELATED 
AUDITING PROCEDURES $5.00 


by WALTER H. KAMP and JAMES A. CASHIN 


A case history description of an internal control program and coordinated internal 
auditing practices. 


Brock and Wallston—39 Atlantic Street—Stamford, Conn. 


BASIC INTERNAL AUDITING, PRINCIPLES AND TECHNIQUES $2.75 
by JOHN B. THURSTON 


An introductory book describing the importance of modern internal cuditing ond its 
basic principles and procedures. 
International Textbook Company—Scranton, Pa. 




















